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ON GERMAN CARTELS' 
DR. KURT BLOCH? 


E task placed before the author is divided fundamentally 
into two parts: to describe the characteristic features oJ 
the organization of German cartels and to demonstrate the 

peculiarities of their development under the pressure of the pres- 
ent economic crisis. 

To define properly the scope of the first part of the task meets 
with difficulties in so far as no unequivocal definition of what may 
be regarded as a cartel exists. To be sure, there are many theo- 
retical definitions, but the practice shows that an all-embracing 
definition of everything that is called a “cartel” is not possible, 
and that, on the other hand, numerous agreements which resem- 
ble cartels are commonly not called so. 

The difficulties of a scientific definition and the variety of or- 
ganizations under the common name of “cartel” are decidedly 
not due to inherent difficulties of the subject matter, but must be 
attributed to the fact that in Germany organizations are often 
called “cartel” which have little or no relation to what is common- 
ly understood to be a cartel. 

What, as a rule, is considered by foreigners as the prototype 
of the German cartel exists only in very few cases. The raising 

* Translated from the German by Erika H. Schoenberg, University of Chicago. 

2 Member plenipotentiary of the Directorate of the Prussian Central Bank of Co- 
operative Societies. 
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of the question as to how the German cartels are handling the 
restriction of production and the regulation of prices during the 
economic crisis indicates the kind of cartel which is being thought 
of here. As a matter of fact, foreign observers see in the German 
cartel, as a rule, an instrument to restrict production and to regu- 
late prices, generally also to provide a common sales organization 
for the products of its members. 

The great majority of organizations that are called cartels in 
Germany have neither the purpose of regulating the volume of 
production nor the object of fixing a certain sales price. Most of 
the German cartels have rather the purpose of establishing some 
form of control with regard to an orderly sales policy for their 
members, not in the sense of “orderly marketing,” but so that 
they may uniformly regulate credits to customers, terms of de- 
livery, claims, and treatment of orders which, owing to disturb- 
ances of the production process not under the control of the pro- 
ducer, cannot be filled at all or in a specified time, and similar 
topics. We have here, therefore, more of a binding regulation of 
those practices which in Germany are commonly dealt with ac- 
cording to commercial practice and custom than a control of the 
price and production policies of the members of the cartel. 

A special type of this class of cartel is represented in those rela- 
tively frequent cases in which a preferential treatment is granted 
to certain groups of buyers. As a rule, in these cases the cartel 
enters into an agreement with organizations of the buyers to the 
effect that the members of the buyer organization are to buy only 
from such producers as comply with the regulations of the cartel. 
In exchange for this restraint of their free contracting right, the 
buyers receive certain advantages which, as a rule, are not con- 
siderably greater than the normal commercial profit these buyers 
would make in any case. 

Another object of such agreements is, as a rule, the main- 
tenance of organizations and associations which would lose their 
right of existence if their managing directors, in co-operating to 
consummate such contracts, could not prove the right of existence 
for the associations, and, thereby, the necessity for their own 
jobs. 
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Among those cartels which, in addition to the above-enumer- 
ated services, aspire to the control of prices, we must distinguish 
carefully between organizations which do not achieve real price- 
fixing but nevertheless have a price-regulating effect and organ- 
izations which try to determine the prices with regard to absolute 
amounts. To the first group belong principally all organizations 
of those industries in which the value of the raw material in rela- 
tion to the finished product is comparatively high and in which 
the raw material is traded on commodity exchanges. These or- 
ganizations can influence their members only by prescribing or 
at least advising them to include in the price of the finished 
product certain additional costs. These are the so-called “‘calcula- 
tion cartels,’ and they occur rarely in a rigid form. In times of 
prosperous business they assume considerable importance, and 
in times of depression they prove, as a rule, to be powerless and 
imperfect. 

The fixing of absolute prices is found only when the economic 
policy of the Reich furnishes the premises for the regulation of 
prices. Only when the protection against foreign competition is 
assured by the economic policy of the state can the prices of the 
cartel be fixed in absolute height. The number of industries where 
such price-fixing actually takes place is not very large. As a rule, 
the uniformity of the price is assured by a common sales organiza- 
tion for all products of the members of the cartel. 

While the number of cartel-produced commodities is small, 
they are of decisive importance for the German economy as a 
whole, for there exists hardly any raw material produced in Ger- 
many which is not protected by the tariff and, consequently, 
subjected to price regulation by cartels. 

The significance of this quasi-officially authorized regulating of 
German raw-material prices is demonstrated by the movement of 
wholesale index numbers for raw materials and semifinished prod- 
ucts, arranged by commodities for domestic and foreign consump- 
tion. Taking 1913 as the base 100, the average price level was 
as shown in Table I. 

It needs no further explanation that such a deviation of the 
domestic price level from the world price level must have grave 
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consequences for the development of the Germany economy. 
While on the world-market, in accordance with the traditional 
theory of the business cycle, raw-material prices are subjected to 
the strongest pressure during the crisis, they show in Germany the 
utmost resistance to the general downward trend. Since coal, 
iron, and steel and their products, cement and glass—in short, all 
those commodities which are of vital importance for industrial 











TABLE I 
—e Raw Materials 
Yes oo See for Predominantly for 
— ~eec et Foreign Consump- 
sumption tien 

1929 135-7 125.3 
193° 131.2 101.2 
1931... ‘ ‘ ay a 117.6 77.1 











investments and their profitableness—are among the commodities 
whose prices are affected by the above-described development, 
this price policy results in an artificially produced unprofitableness 
of all those industries which do not share in the production of 
raw materials, but which are overcharged so heavily for cartel 
products as to impede seriously their competitive capacity on the 
international market. 

Furthermore, the maintenance of an inflated price level for 
such products had even in times of booming business the effect 
of inducing absurd and unprofitable investments in industries of 
these protected commodities. This, in turn, became the cause of 
these industries being unprofitable in the depression in spite of 
tariff protection and of the price-stabilizing effect of the cartel. 

Exactly these cartels, however, whose vicious effect upon the 
whole German economic life can hardly be underestimated are, 
as a rule, considered abroad to be model organizations. Also in 
Germany they were looked upon as being perfect, and no admin- 
istration ever dared to alleviate the detrimental effects the cartels 
have upon the German economy, by abolishing the tariff protec- 
tion or by intervening effectively in the organization of the cartel. 

The most important organization of this kind and best known 
abroad is the Rheinisch-Westfalische Kohlensyndikat (Rheno- 
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Westfalian Coal Syndicate). Existing for decades, it has tried, as 
set forth in its program, to adapt the production of its members 
to the demand, and, at the same time, to stabilize the prices for 
the products of its member firms in conformity with the costs of 
producticn. The so-called “socialization” legislation of 1919 and 
the following years made it an obligatory cartel. It became, so to 
speak, legalized, whereas the economic policy of the Reich before 
the war deemed it advisable to combat the excesses of the price 
policy of the syndicate by participating in the production of 
anthracite in the Rheno-Westfalian mining district. 

In order to adapt the production of the Rheno-Westfalian coal 
fields to the demand for anthracite, an index was needed which 
could be applied to all members alike. It was early found in this 
manner: At certain intervals the productive capacity of each in- 
dividual member firm was determined by expert technologists. 
The actual production volume was then fixed as a percentage of 
the productive capacity, this percentage serving at the same time 
as a basis for allotting votes in the general assembly of the syndi- 
cate. The result of this practice was that all members of the 
syndicate made great efforts to increase their productive capacity 
in order to have as high a proportional share of the total produc- 
tion as possible assigned to them. Eventually the productive 
capacity was around 25 per cent above the maximum production 
during the boom. 

The competition for higher quotas, of course, did not remain re- 
stricted to coal production proper, but expanded beyond this 
branch to coke, benzole, sulphate of ammonia, and other chemical 
by-products of coal which also were brought into cartels after the 
pattern of anthracite. 

The competition in price on the coal market, which would have 
existed without the syndicate, shifted to a competition in produc- 
tive capacity and, following, to a competition in by-products and 
the productive capacity therein, respectively. The stabilization 
of prices by the syndicate had the effect that the quota—that is, 
the share in the total production—assumed a market value inde- 
pendent from the real (economic) value of the producing plant. 
This market value reflected those economic fluctuations which, 
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owing to the syndicate’s policy, could not continue to express 
themselves in the price of the coal. The story goes that a deceased 
wise banker of the pre-war era concluded on the occasion of the 
sale of a mine at a price which under consideration of the respec- 
tive quota right and in comparison with previously prevalent 
prices seemed to be exorbitant that the crisis was imminent; his 
reasoning was similar to that of business observers in other coun- 
tries who used to draw such conclusions from the inflation of coal 
prices. 

After the war this organization of the coal industry in cartels, 
together with the tendency of expanding the productive capacity 
for the sake of the highest-possible production share far beyond 
sales possibility, has increased considerably in importance, es- 
pecially so in co-operation with the rationalizing of the mining 
process, the progress of the chemical industry, and thermody- 
namics. One to one and one-half billion Reichsmark (two hundred 
and fifty to three hundred and seventy-five million dollars) have 
been invested in the Ruhr Valley alone for the sinking of new pits, 
for coke ovens, and for the utilization of coke gas which never 
have and probably never will earn an adequate interest on the 
capital invested, not to speak of a profit. In this manner a con- 
siderable part of the capital of the mining corporations has been 
lost, outweighing the dividends earned during the boom, but dis- 
tributed only to a small extent to the stockholders. In many 
cases the creditors of the company, also, will lose heavily. 

In particular, the Ruhrgas A. G. (Ruhr Gas, Inc.), organized 
in close connection with the coal syndicate in the form of a stock 
company, proved to be an unprofitable enterprise. It was organ- 
ized without the proper precaution pertaining to good business, 
and is based solely upon technical considerations, and, therefore, 
doomed to become a failure. 

The coal legislation of 1919 and the following years made the 
formation of cartels obligatory for the other mining districts, and 
the results have been very similar. 

As the law did not provide for a regulation of the domestic coal 
market by the medium of agreements among the various syndi- 
cates, a stiff competition among them ensued, with the effect 














ON GERMAN CARTELS 219 


that coal prices are relatively low in those parts of Germany which 
are farthest away from the places of production, that is, where 
the competition of the various syndicates is keenest. Despite the 
trend to chronic overproduction of coal, the inefficient plans were 
kept in operation with the aid of government subvention. At the 
same time, the ordinances prohibiting the import of Polish and 
restricting the import of British coal prepared the ground for the 
manipulating of the domestic price even in the production areas, 
where nearly any price can be obtained. 

To be sure, the coal prices are influenced to great extent by the 
government, but, as its decisions depend upon the Reichskohlen- 
rat (Federal Coal Council), whose policy is determined decisively 
by the votes of employers’ and employees’ representatives of the 
coal-mining industry, this governmental influence could in no 
way check the inflation of coal prices. 

A similar situation prevails in the German iron-and-steel indus- 
try. Immediately after the war the government placed at the 
disposal of this industry, which had lost its raw-material basis in 
Lorraine, the monetary means for the construction of blast fur- 
naces in the Rheno-Westfalian industrial region, with a produc- 
tive capacity equal to that lost in Lorraine. No attention was 
paid to the fact that the profitableness of the Lorraine plants was 
largely dependent upon the proximity of the Lorraine iron-ore 
mines and that the new places of production, owing to the ab- 
sence of iron ore in the vicinity and to the necessity of transport- 
ing the ore from afar, were condemned to be unprofitable right 
from the start. This obvious economic interdependence was dis- 
guised by the currency inflation, and upon its termination the 
industry faced utter unprofitableness. The re-establishment of 
import duties was not sufficient to assure even an artificial success 
of this industry. On the contrary, it was only with the aid of the 
Franco-German commercial treaty, which restricted the import 
of French coal to Germany and directed the shipments through 
the sales organization of the German producers, that on the do- 
mestic market a price could be maintained which promised a 
modest return, in case production went on at the same rate as 
during the boom. The German iron-and-steel industry did not 
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recognize the economic failure of its reconstruction, and up to 
the present has failed to do so in spite of the statements of an 
official report. The government, which realized the dangers in 
principle, is not inclined to admit the errors once committed or 
to press for a change. If a faultily built-up industry does not per- 
ceive the real causes of its unfavorable situation, it is always 
trying to find other causes and to seek relief in the wrong direc- 
tion, thereby making its situation still worse. This general experi- 
ence is confirmed by the German iron industry. Although it be- 
came known as far back as 1927 that most of the large enterprises 
of the iron industry were close to financial collapse, extensive new 
investments were made, following the organization of the Verei- 
nigte Stahlwerke A.G. (United Steelworks, Inc.), in order to bal- 
ance the economic disadvantages of the geographical location by 
technological improvements, thereby underestimating the im- 
portance of financially successful operation. Furthermore, the 
realization of the unfavorable geographical situation of the plants 
was beclouded by an incorrect theory of a scarcity on the inter- 
national iron-ore market. The German iron industry thus gave 
rise to the expansion of Swedish iron-ore mines by entering into 
long-term contracts for Swedish ore at fixed prices on a gold basis. 
Today these contracts mean yearly losses of many million marks 
because the iron-ore market, which was supposed to be scantily 
supplied, experienced a tremendous price crash. Neither could 
the unfavorable situation in the iron industry be remedied by the 
fact that prices for pig-iron, pipes, and tubes, etc., are about 
twice as high in Germany as in the neighboring countries. 

Here, too, the cartels, the regulation of prices, and the fixing 
of production quotas in percentages of a technical productive 
capacity have led to an expansion of the productive capacity far 
beyond need. Here, too, capital in tremendous amounts is frozen 
and stockholders and creditors are facing great losses. 

It would lead too far to describe the organization of German 
cartels more in detail. However, it may be advisable to recapitu- 
late briefly the German experiences. These experiences demon- 
strate that the control of production and prices has been made 
possible and could assume considerable importance only when the 
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government’s economic policy prepared the ground. In all cases 
the result was not an overproduction of the cartel-controlled 
commodity, but an overproduction of productive capacity in 
these industries, which in the writer’s opinion is a more dangerous 
development. The anti-trust legislation in the United States, in- 
tended to avert the last consequences of a protectionist policy of 
the government, could succeed only in so far as this overproduc- 
tion of productive capacity was somewhat checked. This is a 
merit of this legislation. Any repeal of the Sherman Act should 
be accompanied by a repeal of the protectionist legislation. The 
German cartels, born out of the economic policy of the govern- 
ment which controls the production and prices of the most im- 
portant industrial raw materials, constitute a grave danger to the 
revival of business and to the development of the German economy 
as a whole. It seems doubtful whether without their abolition a 
reanimation of business and any real improvement with regard to 
unemployment in Germany will be possible. 

The German cement industry might be mentioned also as an 
example of an industry in which cartels have been formed. Even 
before the World War the cartel organization had led to an expan- 
sion of its productive capacity far beyond the actual consumption. 
During the war, therefore, the construction of new cement fac- 
tories was prohibited. The prohibitory act was not repealed until 
1923, shortly before the stabilization of the German currency. 
The same date marks approximately the beginning of the expan- 
sion of the production apparatus. Outsider plants went up, in- 
duced by the high cartel prices, at nearly all places where the geo- 
logical conditions permitted the building of a cement factory. 
With alternating success the syndicates, three in number, which 
were bound by mutual agreements to eliminate competition, were 
busy preventing the establishment of such outsider plants by 
purchasing the suitable lots of land or at least essential portions 
of them, by paying indemnities to the landowners for refusing to 
sell for the purpose in mind, and to the outstanding backers of 
new projects for renouncing their plans, etc. In addition to the 
broadening of production possibilities created by outsider plants, 
the enterprises which were united in the syndicate proceeded to 








222 THE JOURNAL OF BUSINESS 


expand their plants steadily, especially because even during the 
boom, their plants could be operated at less than 50 per cent of 
their full capacity—a fact which was always threatening to break 
up the cartel. Beyond this expansion proper, the cement concerns 
started to affiliate with construction firms, in order to secure a 
market in case of the dissoloution of the cartel. They also took 
controlling interests in factories which supplied the machinery 
and apparatus for cement production in order to obtain through 
this channel a certain influence upon outsiders. They also built 
larger and better factories in order to be prepared to invade new 
territories, which were now closed to them by cartel agreement, 
in case the cartel should collapse. The crisis of 1930 brought the 
failure of the largest German cement concern, which merged with 
other leading firms of the industry after stockholders and credi- 
tors had suffered heavy losses. Many outsider plants fell victims 
to the crisis also. 

In case of a revival of German business, it can be assumed that 
the phenomena, discussed above, will reappear, for the insuffi- 
ciently utilized plants of the syndicate members need high prices 
in times of booming business in order to earn them at least a 
modest profit. At the same time the boom will always induce out- 
siders to start new factories, because the entrepreneurs base their 
calculations upon a utilization of their plants to full capacity, 
quite in accordance with the psychology of boom times. Here, 
too, the same vicious circle presents itself as has been shown in 
the cases of price-controlling cartels in the coal and iron industry. 

















AN INVESTMENT POLICY FOR A COUNTRY BANK 
GEORGE W. EDWARDS: 

URING the past few years, a troublesome problem which 
has confronted the country banker has been the ad- 
ministration of his bond account. It has frequently 

brought loss and has proved illiquid in the critical days when de- 
posits were being heavily withdrawn. In general terms, the prob- 
lem which now concerns the country banker is so to administer 
his bond account that it provides not only earning power but, 
more important, liquidity. To obtain these ends the investment 
policy of a country bank must take into consideration mainly two 
factors: the position of the institution and the class of bonds held. 

While each bank operates under conditions peculiar to itself, 
nevertheless there are certain general factors which affect the in- 
vestment policy of all country banks. The first part of this article 
presents the position of country banks, and, in order to show more 
clearly their special characteristics, they will be contrasted with 
that of the city banks. For this purpose, there is given in Table 
I a list of those liabilities and assets of city and country national 
banks which have a direct effect on their respective investment 
policies. 

Analyzing first the items of deposit, it is seen that 42.84 per 
cent of the deposits of country banks are payable on demand, 
while in the case of the city banks the proportion is 64.17 per 
cent. Moreover, the deposits of the city banks have a more rapid 
turnover, since they carry such a large proportion of the accounts 
of other banks which are more liable to withdraw their funds than 
individual customers. It has, therefore. been generally held that 
the bond accounts of city institutions should possess a greater de- 
gree of liquidity than those of country banks. Many country 
banks have accepted this theory without question and have made 
it the basis of their investment policy. The theory has proved 

* Professor and Head of the Department of Economics, College of the City of 


New York. 
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TABLE I 
LEADING LIABILITIES AND ASSETS OF NATIONAL BANKS, DECEMBER 31, 1931 
Crry Banks Country Banks 
LIABILITIES AND ASSETS 7. , 7 
ousanc . housand . 
Dollars Per Cent Dollars Per Cent 
Deposits: 
Deman $5,790,222 64.17 $3,281,230 42.84 
Time 35233,040 35 -83 4,377,396 57-16 
Total $9,023,262 100.00 $7,658,626 100.00 
Earning assets—reserve: 
Cash—bills payable and redis- 

NEE ene —97,196| —o.92 — 78,269] —0.95 
Bankers’ acceptances 88,712 0.84 5,196] 0.06 
Commercial eat meets in ‘open 

market... .. 58,146 0.55 39,044 ©.47 
Loans to banks. . . 372,904 3-54 60,313 0.73 
Eligible paper. . . 925,911 8.79 900,989} 10.91 
Loans collateralled by US. govern- 

ment obligations ; 92,971 0.88 30,9098 0.38 
U.S. government securities....... 2,012,916] 19.10 ,163, 559 14.09 

Total reserve assets... .1$ 3,454,364] 32.78 | $2,121,830] 25.70 
Earning assets—non-reserve: 
Other securities. . . oa 1,681,987} 15.96 2,342,963} 28.38 
Loans collateralled by securities 

other than U.S. government* 2,502,514] 23.75 1,256,477] 15.22 
Real estate loans. 871,988 8.28 712,937 8.63 
All other loansf 2,025,965] 19.23 1,822,496] 22.07 

Total non-reserve assets . $ 7,082,454) 67.22 | $6,134,873] 74.30 
Grand total. . $10,536,818] 100.00 | $8,256,703) 100.00 
Capital funds: 
Capital, surplus, undivided profits} 1,885,284] 100.00 1,409,374] 100.00 
— house, furniture and fix- 
tures. . paas 384,887} 20.42 385,567} 26.24 
Net capital funds .1$ 1,500,397| 79.58 | $1,083,807] 73.76 
Liquidity: 
Ratio of reserve assets to total de- 
. posits... 3,454,364 2,121,830 
9,023,262} 38.28 7,658,626) 27.71 
Solvency: 
Ratio of net capita] funds to total 
securities ; I , 500,000 1,083, 807 
3,694,903} 40.60 | 3,506,522) 30.91 

















* Obtained by deducting loans secured by U.S. government obligations from total security loans. 
t Obtained by deducting eligible loans from total of all other loans. 
Source: Reports of the Comptroller of the Currency. 
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dangerous and has probably been a fundamental cause for the un- 
satisfactory condition of the bond account of many country 
banks. The error of the theory lies in the fact that it considers 
only one element in the problem confronting the country bank 
and so fails to take into account other elements which are even 
more important. Some of these elements or factors are indicated 
in Table I. 

A most important factor is the composition of the earning 
assets. The table groups them into reserve or quick assets which 
can be promptly converted into cash when there is need of liquid- 
ity to meet the withdrawals of deposits. These quick assets in- 
clude cash (from which must be deducted the amount of bills 
payable and rediscounts), the acceptances of other banks, com- 
mercial paper bought in the open market, loans to banks, eligible 
paper which can be discounted at any time at a Federal Reserve 
bank, loans secured by United States government obligations, 
and, finally, United States government obligations themselves. 
There is next given the various non-reserve or slow assets which 
are not readily convertible into cash. These include securities 
other than United States government bonds and also loans based 
on such securities, as well as real estate loans and “all other 
loans’’ which represent both secured and unsecured extensions of 
credit to customers, and are ineligible for rediscount. From the 
table it is seen that the reserve assets of the city banks amount to 
32.78 per cent, while this proportion is only 25.70 per cent in the 
case of the country banks. Conversely, the non-reserve assets of 
the city banks amount to 67.22 per cent, while those of the coun- 
try banks total 74.30 per cent. It is, therefore, seen that the coun- 
try banks carry a larger proportion of assets which cannot strictly 
be considered as reserves. 

Even more important than the amount is the composition of 
these non-reserve assets of the country banks. In the first place 
it should be noted that they have a larger proportion of “all 
other loans”’ than the city banks. As mentioned above, these are 
ineligible for rediscount, and in the case of the country banks are 
much slower because they are so largely based on agricultural 
transactions. Such agricultural paper is slow because of the char- 
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acteristics inherent in farming. The maturity of such paper must 
necessarily depend upon the time of cultivating and harvesting 
the crop, and this period is much longer than that in the manufac- 
turing and selling of goods. To a greater degree than the manu- 
facturer or the merchant, factors beyond human control influence 
the farmer who is continually affected by the uncertainties of 
nature in the form of droughts and floods, blights and pests. His 
banker, therefore, cannot depend with any degree of certainty 
on the repayment of agricultural loans at maturity. For these 
reasons, the loans granted customers of country banks are to a 
greater degree uncertain of repayment and are relatively illiquid. 

The country bank also carries a larger proportion of its earnings 
assets in the form of real estate loans which are among the slowest 
of all types of bank advances, because of the restricted market for 
the underlying collateral. 

At the same time, the country bank carries a much smaller 
proportion of its assets in the form of loans collateralled by secu- 
rities other than United States government bonds. In the case of 
the city banks their secured loans are based mainly on listed 
stocks and bonds which can be readily sold when there is need of 
calling such loans. On the other hand, the security loans of coun- 
try banks are frequently based on local issues which have a narrow 
market and frequently can be liquidated only at a substantial loss 
in value. 

Therefore, because of the larger proportion of non-reserve assets 
and because of their more limited marketability, it follows that a 
country bank investment account, as represented by securities 
other than United States government bonds, should possess an 
even higher degree of liquidity than in the case of city institutions. 
This conclusion is further substantiated by comparing the ratio 
of reserve assets to total deposits. At the present time, for the 
city banks, this ratio is over 38 per cent, while for the country 
banks it is only 27.71 per cent. 

Not only should the bond account of the country bank possess 
greater liquidity than in the case of the city bank, but should 
also have greater stability in market value. This need for greater 
stability in the bond account becomes clear from an analysis of 
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certain of the assets and liabilities of the country, as compared 
with the city, banks. When a bank’s bond account fails to hold its 
market value and when losses occur, these can be absorbed only 
if the bank has sufficient capital funds. In calculating the capital 
funds of a bank, it is customary to include the items of capital, 
surplus, and undivided profits. These, however, are the gross capi- 
tal funds, for a considerable proportion is necessarily applied to 
the purchase and erection of the buildings owned by the bank. 
Many institutions have placed only a small proportion of their 
capital funds into buildings, but unfortunately some banks have 
spent considerable funds in constructing ornate but costly struc- 
tures. In either case the cost of the bank building should be de- 
ducted from total capital funds in order to determine the net capi- 
tal funds which can be used in writing off losses on securities. 
Since losses can take place in United States government as well 
as other securities, it is therefore necessary to compare the amount 
of net capital funds to the total holdings of United States govern- 
ment securities as well as non-government issues. 

For the city banks this ratio is 40.60 per cent, while for the 
country banks it is only 30.91 per cent. It is, therefore, seen that 
the city banks are in a much stronger position to write off security 
losses from their capital funds than the country banks. In the 
past the country bank has regarded the bond account as a source 
of deriving earning power, but in the future it must consider it 
as a means of maintaining the liquidity of the institution. 








STANDARDIZING THE SELECTION 
OF APPRENTICES 
R. O. BECKMAN! 


ONSIDER the customary methods by which young men 
are admitted to trade apprenticeship or their first fac- 
tory job, an initial step which usually determines mate- 

rial success or failure in life and which will in turn control the ex- 
tent of their contribution to constructive citizenship and civiliza- 
tion. In the case of trade unions, one frequently hears that a 
“pull,” the influence of some interested officer or member of a 
local, is responsible for a new apprentice. Sometimes friends or 
relatives in the trade will influence the young man in his choice 
regardless of whether he has any particular aptitude for the work 
in question. Occasionally it is reported that a friendly ward leader 
or other politician sends a candidate with a recommendation that 
cannot well be ignored. In some instances the occupation of the 
father is assumed by the son as a matter of course, as in olden 
days. Genuine interest, though perhaps not inherent fitness, often 
prompts a young man to persevere in his attempts to be accepted 
as an apprentice. In somewhat increasing numbers, the vocation- 
al guidance departments of our public schools are today referring 
prospective candidates to trade unions and factories, though they 
are often more likely to recommend “white-collar” opportunities. 
The supply and demand of workers is always important: thus 
the expansion of a given industrial activity coupled with a dearth 
of skilled workers naturally results in applications from many 
who feel that the trade in question offers genuine occupational 
opportunity, in their own words, that “it’s a good racket.”’ 

These influences which prompt young men to join the ranks 
of organized labor or to embrace an unorganized trade and the 

* Director, Personnel Service, Psychological Corporation, New York. As former 
director of personnel of the city of Cincinnati, and as personnel director of the 
Kroger Grocery & Baking Co., and other corporations, Mr. Beckman has been en- 
gaged in devising improved selection processes. 
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methods they pursue in effecting the contact have remained un- 
changed since the birth of American industry. They are not even 
as logical as the practice of the guilds of the Middle Ages when oc- 
cupations descended from father to son. Then at least was de- 
veloped a family tradition of skill and craftsmanship which stimu- 
lated even the least qualified to do his utmost as a matter of pride. 
Furthermore, trade aptitude appeared to be in some cases in- 
herited. 

What are the concrete results of the present methods of choos- 
ing apprentices and factory beginners? The first patent fact is the 
wide variation in skill and capacity among the members of any 
local union or factory group. Reference is made here not to dif- 
ferences in volume of production, which may be due to individual 
differences in laziness or work attitude, but to the variations in 
work quality and in native aptitude for the work in question. 
What a difference there is between the ways in which two plumbers 
wipe a joint or in which two tile-setters make or mar a bathroom 
floor! How rare is the old-time mechanicus, the all-round machin- 
ist who can instinctively make almost anything! The wide dif- 
ferences in craftsmanship that exist today serve substantially to 
lower the work standards of every craft. These variations are 
responsible for the “fussy”’ attitude of many closed-shop employ- 
ers who refuse to employ many of the journeymen sent out from 
union headquarters because they have learned through sorry ex- 
perience that a union card may or may not mean good work. 
How much better would be the opportunities for union workers 
if employers, many of whom are not too kindly disposed to or- 
ganized labor, knew that amy man sent by the union was a thor- 
oughly competent craftsman, guaranteed by definite standards 
of aptitude and workmanship! Much of the content of our munic- 
ipal building codes would probably be unnecessary if the stand- 
ards they set were guaranteed by the integrity and capacity of the 
workers on the job. On the other hand, it must not be forgotten 
that much of the blame for inferior standards of craftsmanship, 
particularly in the building trades, is attributable to employers 
who are unwilling to approve an apprentice period of sufficient 
length to produce a fully rounded journeyman. Employers anx- 
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ious to obtain increased production have frequently been satisfied 
to promote an apprentice even though he can do only one branch 
of a carpenter’s work or a bricklayer’s job. 

In consequence of the present situation, one finds many misfits 
in the various unions and in our unorganized mills and workshops, 
men who drifted into their occupations by chance and find out 
their mistake too late if they ever appreciate the fact at all. 
How often do we hear the question: “I wonder whether I should 
not have taken up ¢his line or that line instead? Maybe I could 
have done better.” A great deal of light would be thrown on the 
extent and number of misfits in the skilled trades if a study were 
made (during normal employment conditions) of the number of 
days’ work a year for which second-raters find employment in 
comparison with those known to be topnotchers. The resultant 
unhappiness and financial and other difficulties of the “round 
peg in the square hole” require no discussion here. It is only 
pertinent to point out that nobody knows how many thousands 
of natively qualified men are outside the union ranks or other 
trade groups, or how many are inside who, in so far as native 
incapacity is concerned, ought to be on the outside. 

We appear, at least theoretically, to have applied to the voca- 
tional field the democratic political precept that all men are 
created equal, thus implying that any man may engage upon any 
occupation he sees fit. Surely the inherent right to work should 
be admitted, but why go into an occupation for which one has 
no particular bent and in which one can at best achieve medioc- 
rity? In actual practice it is of course readily seen that the re- 
strictions placed by certain trades upon the number of appren- 
tices allowed, and the need for special “pull” to be admitted to the 
sacred portals have voided the democratic theory. In some cases 
it seems quite as hopeless to seek entrance to an American trade 
union as for a negro to join the Ku Klux Klan. 

We may concede that all men are equal in their right to vote 
but it does not follow that men are equal in other respects, since 
each of us differs so widely in his personal characteristics and abil- 
ities. Each of us is made up of an individual combination of likes 
and dislikes, capacities and incapacities, feelings, emotions, and 
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ideas. Success and achievement in life depend wholly upon the 
use to which we put that complex group of traits we term the 
“self.”’ Only as we choose that particular work for which we are 
specially fitted, center our efforts on the job that satisfies and 
enables us to feel the pride of workmanship and accomplishment, 
do we achieve the true ends of life. It is apparent to an ever in- 
creasing extent to the students of occupational requirements that 
success in a particular occupation depends upon the possession of 
differentiating traits and native aptitudes. Two men may work 
side by side in a machine-shop on a job that requires special and 
unflagging attention to the work in question. One has unusual 
ability to concentrate and the other has not; the difference is 
reflected in the size of their pay checks but they fail to understand 
that their dissimilarity is one of mental set-up for the work in- 
volved. We may admit that a weak-muscled boy will have a 
hard task to become a pugilist, but how often do we stop to reason 
that a clumsy-fingered, careless girl can probably never become a 
successful typist, or that a young man without personality and 
native tact will doubtless tend to fail as a salesman? 

Each trade and occupation appears to require its own peculiar 
combination of manual and mental aptitudes. Quickness of reac- 
tion to a given situation is a characteristic required of truck- 
drivers and motormen. A sense of aim, the ability to gauge dis- 
tances is needed by hoisting engineers, crane-operators, marine 
officers, and not alone by riflemen. Finger-dexterity is obviously 
involved in assembling operations; general speed of bodily move- 
ment in many other occupations, including certain types of retail 
selling (chain groceries, for example). A man subject to dizziness 
cannot succeed as a structural ironworker or an aviator. A good 
memory is indispensable to a detective or a patrolman. The need 
for artistic sense is becoming more important in certain decora- 
tive lines, and nearly any house-painter will admit the desirability 
for aesthetic qualifications other than freedom from color-blind- 
ness. Some jobs require more skill in mathematics than others; 
some a higher level of general intelligence or mental alertness. 
Many of the foregoing qualifications seem self-evident, and yet 
they are rarely predetermined by scientific tests. 
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The existence of numerous and wide differences in individual 
aptitude and in occupational qualifications has greatly increased 
the practical difficulties of vocational guidance. A vocational 
counselor is not only concerned with occupational opportunities— 
with the number of jobs available, their distribution and earning 
possibilities—but he must endeavor to interpret the complex char- 
acteristics of the individual in terms of occupational trait require- 
ments. Without the assistance of modern job-analysis procedure 
and the aid of industrial psychology, he cannot do a satisfactory 
piece of work. 

Much of vocational and industrial psychology as developed in 
our universities during the last two decades is directly applicable 
to this problem of matching up individual assets with job require- 
ments. Large business corporations are in more and more in- 
stances awake to the need of improved selection methods and are 
testing applicants with reference to their peculiar fitness for the 
work involved, not alone for acquired skill but for native capacity. 
Such measurement should not be confused with the trade tests 
devised during the World War for the measurement of trade skill 
in various occupations; it concerns itself with other basic or more 
fundamental measures of mental and manual traits of probable 
success in a given occupation. Among the tests now in actual use 
in industry are those for measuring mental alertness or intelli- 
gence, speed of movement, work interests, mechanical aptitude, 
concentration, attention and acuity, memory, arithmetical apti- 
tude, and other faculties. The technique of testing is constantly 
growing more reliable, and finer distinctions are being drawn 
among individual trait requirements. 

Compare the crude methods of labor unions, employers’ asso- 
ciations, and many large manufacturing firms with the technique 
being evolved by a relatively small number of private employers 
with the assistance of modern scientific discoveries. Stop to ap- 
praise the results of the ordinary hit-or-miss method in terms of 
indifferently qualified artisans and subsequent failure in life. 
Compare the satisfaction and pride in workmanship on the part of 
a worker definitely molded for success in his occupation with that 
of the misfit who stumbles into his trade by chance. The conclu- 
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sion is inescapable that the selection plan ordinarily used in 
American industry today is haphazard, antiquated, unscientific. 
It would be quite as scientific a method to draw one’s future voca- 
tion from paper slips in a hat. It will of course be apparent that 
all the blame for the present situation in the organized trades 
cannot be laid at the door of organized labor. Much of the pres- 
ent-day apprenticeship training is done in co-operation with the 
public schools, and it is probable that many students are admitted 
to the training courses who lack the necessary aptitude for ulti- 
mate success. The situation, as to both organized and open-shop 
trades, emphasizes the need for more adequate educational and 
vocational counseling on the part of our educational system. 

The present status may be construed, however, to some degree 
as an indictment of organized labor in relation to those trades 
which it dominates. Has labor passed up the opportunity offered 
by science? Employer organizations in the unorganized fields are 
also as liable to criticism. 

Many men of course fight shy of the word “science” as imply- 
ing some mysterious mechanical process which dehumanizes, per- 
haps because of the rapid strides which have been made in the 
mechanization of industry. Such aversion is illogical, for science 
does not concern itself solely with the physical sciences; the scien- 
tific method is being increasingly applied with success to the social 
sciences, to human relations and the practical-life application of 
differences in the individual. No labor or employer group con- 
cerned with the placement of the worker can afford to ignore the 
chief handmaiden of civilization. The fact that a capitalistic age 
has in some instances used the inventions of science without prop- 
er regard to human welfare should not be allowed to obscure the 
fact that science has developed a method and a discipline for 
pressing back the bounds of ignorance. In the course of the last 
fifty years this method, operating with increasing momentum, has 
produced an upheaval in human affairs beside which all the wars 
of all time seem inconsequential. Not to recognize the place of 
science in every phase of present-day industrial relations is at 
best reactionary. 

It must not be assumed that the scientific method has already 
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provided complete information needed to set up standard selection 
procedures for admission to the various crafts. The task is more 
difficult than merely rubbing Aladdin’s lamp. A great deal of re- 
search—another word which frightens many— is required, for no 
definite progress can be made without all the facts. The logical 
agency to incorporate the benefits of the scientific method into 
the program of organized labor would appear to be the American 
Federation of Labor. It could establish a bureau of employment 
research which could be to the labor movement what the United 
States Bureau of Standards and the research bureaus of corpora- 
tions are to industry. 

However, it is improbable that organized labor could accept 
the challenge of science and take the initiative in a research 
program of this kind. A conservative institution such as the 
American Federation of Labor has become clings too fondly to 
the coast line to enthuse over deep-sea navigation. Single-handed, 
it will never discover a new continent. Such a situation is to be 
regretted since scientific facts could mean so much in support of 
the A.F.L. claim to leadership in the nation’s industrial welfare. 

There is some justification for such an attitude. There are nu- 
merous other labor problems doubtless considered more important 
even though less fundamental. Of importance, too, in appreciat- 
ing the position of organized labor is the suspicion, suggested in 
an earlier paragraph, with which the worker in the rank and file 
views scientific technique. Too often has pseudo-scientific man- 
agement increased his task and cut his piece rate. In the words of 
William Green: “Wage-earners have found that many so-called 
scientific methods are not really scientific and may be used to 
accomplish undesirable purposes.” 

The suggestion here set forth was submitted to the president 
of the Federation who commented that he did not believe in 
placing as much confidence in mental tests as might seem to be 
implied in the plan, adding that there were psychologists who 
felt that tests had not proved themselves sufficiently. Such an 
observation may be quite true and yet entirely evade the issue. 
The basic consideration, briefly stated, is whether occupational 
placement in American industry is to continue on a haphazard 
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basis of chance or is to be more definitely predicated on the first 
and basic principle of scientific management—research, investiga- 
tion, and experiment, for determinations of policy, purpose, pro- 
gram, and their co-ordination in purposeful effort. 

Only a research program consistently pursued on a nation-wide 
basis will provide the needed opportunity for tests already avail- 
able to prove or disprove themselves. Only as new tests are defi- 
nitely standardized and validated against success on the job can 
progress be made in eliminating the “square peg in the round 
hole.” If popular confidence in aptitude tests is at present insuffi- 
cient to encourage organized labor to incline toward their use, let 
us at least have confidence in the elementary principle of re- 
search, through which we may obtain suitable facts and improve 
upon our vocational blundering 

It is perhaps just as well that organized labor may prove unwill- 
ing to set up its own research bureau, for a project of this kind can 
best be a co-operative one between employers and employees. 
Large trade associations, building-trades employers, and manu- 
facturers’ groups could of course proceed with such a program to 
their own substantial self-interest. Co-operating with organized 
labor, however, the results, when scientifically proved, would be 
mutually acceptable and placed into operation to mutual advan- 
tage. The field offers a unique opportunity for the endowment 
of a national agency or council to be suitably manned by tech- 
nically trained psychologists, statisticians, and engineers and to 
be guided by a board of directors on which big business and labor 
may both express their voices. A co-operative plan of this kind 
could be expected to translate its findings into actual use more 
effectively than a governmental bureau which might be advocated 
with reason. That organized labor would be interested in a co- 
operative undertaking is suggested by the attitude of the Ameri- 
can Federation president who states: 

Where the technique has been best developed in industry are the indus- 
tries in which the workers do not have an equal right with management to 
express their views as to the results. Where workers are not represented it is 
possible for management to conceal the failures of many of their scientific 
experimentations. Before Labor could go to the length proposed we should 
have to have the results of experimentation carried on under mutual auspices. 
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The first important function of such an employment research 
bureau would be the development of precise standards of qualifi- 
cation requirements for beginners in various trades and occupa- 
tions, in other words, to determine definite measures of the factors 
that will make for success. In addition to setting up and perfect- 
ing such standards, the bureau might well be available for gather- 
ing and analyzing facts relating to other labor problems, such as 
the proper number of apprentices and helpers in relation to jour- 
neymen (in the organized trades), the limitation of the size of 
union membership, and data relating to wage rates and the effect 
of work factors on the workers. A most important function of an 
employment research bureau would be observation of the trends 
of industrial mechanization. The individual contribution of the 
worker to his product is constantly decreasing, thus resulting in a 
progressive change in qualification requirements for any given 
vocation. Prospective changes in apprentice standards do not, 
however, remove the need for the setting of such standards or for 
the establishment of research machinery which can obtain the 
facts regarding the qualification requirements for doing a particu- 
lar job. 

Reliable information is the more necessary because of changing 
industrial conditions. New inventions and processes constantly 
throw specialized groups of workers out of employment. If the 
aptitude requirements for each occupation are definitely known, 
it will be much easier to combat technological unemployment 
with transfers from one field to another and by retraining those 
workers whose past employment may be an indication of success 
in some other field. 

The size of such a selection research program should not be un- 
derestimated. Considerable time and effort will have to be ex- 
pended on the setting-up of the standards for a single trade. 
Several years may be needed before satisfactory standards are 
established for even the major vocations. Tentative require- 
ments set up for admission to the various crafts will have to be 
revised in the light of current discoveries in the field of psychologi- 
cal testing. The test research work must be intrusted to persons 
fully qualified by training and experience to handle it satisfac- 
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torily, for there is more than a little knowledge necessary to ad- 
minister the procedures involved in the scientific application of 
tests for occupational purposes. Both the academic point of view 
of university research specialists and the practical viewpoint of 
men skilled in applying the psychological technique to industry 
must be brought together. Co-operative assistance could be ob- 
tained from such organizations as the Psychological Corporation 
and the Personnel Research Federation. 

Let us assume that such an employment research bureau de- 
sired to establish qualification requirements for an apprentice 
electrical worker, for example. Since apprentices are expected to 
develop into journeymen, selected groups of journeymen must be 
asked to assist in the project. Various groups of electrical workers 
in different cities, perhaps from three hundred to five hundred in 
all, would be asked to fill out certain carefully chosen test forms 
and furnish other information regarding themselves, uch as age, 
education, !ength of experience, number of different firms worked 
for during the last few years, etc. These journeymen would then 
be rated as to their trade skill by men in a position to know of 
their work. Not only could fellow-workers be asked to rate, but 
foremen and superintendents would rate the men who had been 
tested. Test scores, personal-history items, and ratings could be 
handled in such a confidential manner that no antagonism would 
be aroused or personal feelings hurt. 

The next step would be the entering of the data obtained on me- 
chanical tabulation cards, for purposes of quick sorting and count- 
ing. From these in turn certain statistical relationships would be 
determined, and conclusions drawn. Definite standards would be 
set up for the trade if it were found that test scores or personal- 
history items (age when the trade was entered, education, etc.) 
bore a consistent relationship or correlation to success on the job. 
If a test for finger dexterity, for example, showed that those with 
high scores were invariably successful electrical workers, while 
those with low scores were mediocre workers, it would be logical 
to assume that the possession of the ability to do well on the test 
was an indication of trade success. It would then be incorporated 
in the standards for entrance as an apprentice. The final proof of 
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the new selection standards would obviously not be available un- 
til after a considerable number of apprentices had been chosen in 
this manner and had proved their worth after they became jour- 
neymen. The scientific analysis made of those who are now jour- 
neymen would, however, be very close to such proof, and would 
in any case be so far in advance of the present haphazard selection 
methods as to justify itself in a short time. 

The setting of standards for electrical workers could be ap- 
propriately followed by a survey of the trade requirements for 
related lines, such as line and cable work. It may be found that 
the qualifications are so much alike that any candidate might be 
eligible for either field and succeed therein. A study of other craft 
requirements may reveal that a basic requirement for success in 
all skilled trades is what psychologists term ‘mechanical apti- 
tude”’ as measured by tests devised by Stenquist, MacQuarrie, 
and O’Connor. It has already been proved that such tests predict 
success in manual-training subjects in the public schools, but they 
have not been correlated with success on the job as a journeyman. 
What is needed to answer all such questions is industry-wide 
research co-operatively directed on a national scale. 

The apprentice standards set up will involve the application of 
psychological tests supplemented by work interest and other data. 
The question may perhaps be asked whether such tests have suffi- 
ciently proved themselves. Many now being experimented with 
have not yet done so. To those in touch with the practical appli- 
cation of psychological tests in many large business enterprises, 
however, there can be little question of the value of such an ap- 
proach. Their use is not widespread, it is true, but a tremendous 
mass of experimental data has been accumulated which can be 
quickly adapted to the task in hand. Germany through national 
legislation has encouraged research in this field, and a wide range 
of studies is constantly in process at the Institute of Applied 
Psychology in Berlin. Soviet Russia is hard at work on psycho- 
technological problems. In the educational field specific psy- 
chological tests have at times been criticized because of differ- 
ences among psychologists which centered around so-called intel- 
ligence tests and whether they measured the same traits. Such 
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arguments have not invalidated the basic fact that tests are of 
practical value if they distinguish among individual capacities 
and skills. For vocational uses, it makes no difference what name 
is given the trait measured by any given test, so long as it has 
what the psychologists call “‘validity,”’ or the quality of definitely 
predicting success. Tests have also come into question when used 
by inexperienced and overenthusiastic persons who drew arbitrary 
conclusions from the resulting scores. A test of value in measuring 
general intelligence in the schools may have no value in predicting 
success as a substation operator, for example. 

As the standards are developed for each craft, the fact should 
be given wide publicity throughout the trade field so that their 
purpose may be understood. The craftsmen must be shown that 
here is no “highfaluting” or “highbrow” scheme but a definite 
plan for predicting success in a given vocation. They should know 
that this success is quite as probable for the beginner who meets 
certain standards as it is for a man who digs for water in a spot 
where the soil conditions are right. 

The standards adopted should be introduced first in the larger 
industrial centers where organized workers and employers are in 
a better position to co-operate in their adoption. It is probable 
that the psychological bureaus maintained by most boards of 
education would be glad to co-operate in the testing procedure. 
These will be found in all larger cities. 

Definite selection standards once inaugurated, what will be the 
benefits to American industry and the individual wage-earner? 
The advantages may be summarized as follows: 

1. Replacement of the present hit-or-miss placement methods 
by a systematic, standardized plan. 

2. A reasonable guaranty of success in their occupation for the 
men who align themselves with a given branch of industry; a 
definite answer to the question of whether an attempt to become a 
competent worker is worth the time and effort required. 

3. Diversion to other lines of work of many applicants who 
would otherwise become a future burden and handicap to the 
worker group, the employer, or the state because of their incom- 
petency. 
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4. Rejection of undesirables on rational and explainable 
grounds and the lessening of pressure on union officials or em- 
ployers as the case may be, for the admission of privileged candi- 
dates. In a like manner public officials in cities having an honest- 
ly administered civil service are glad to be relieved, because of 
such a system, of embarrassment in making appointments. 

5. Adoption of uniform apprentice standards throughout the 
country will tend to iron out the resulting variations in journey- 
men, as to skill and personal characteristics: a mechanic from 
New York or Milwaukee can be counted on to be as competent a 
craftsman as one from Seattle. 

6. Worker adjustments and retraining resulting from tech- 
nological unemployment will be rendered easier. 

7. As better-qualified workers are admitted to any occupation, 
its standards of craftsmanship and the caliber of its membership 
rise accordingly. 

8. Higher standards of competency for any worker group natu- 
rally lead to higher wage-rates. 

g. Finally, American industry, engaged in a co-operative un- 
dertaking for both worker and employer, will be making use, as it 
properly should, of an indispensable scientific method. 











THE INVESTMENT SECURITIES BUSINESS 
AND THE FUTURE 
STUART P. MEECH' 


I. THE STATUS 


DAY’S lack of public confidence in the investment se- 
curities business (originating and/or distributing new 
security issues) is vividly reflected by the statements of 

men connected with this industry in one way or another. Typical 
remarks are given below.” 

A Security Salesman of Many Years’ Experience: “Things look as though we’d 
all of us been wrong all the time. Who will believe us now? I’m going to stay away 
from my office; I’ve run out of alibis. 

“None of us salesmen know how to advise our customers under present con- 
ditions. We’ve been taught to sell the house’s commitments and little else. We are 
in a fog.” 

A Young Security Salesman: ‘‘We may have fooled our customers but the stuffed 
shirts at the top fooled us. They are tyros in investment analysis. They talk 
customer service and then emphasize high-pressure selling. All they want to do is 
buy a bond, any kind of a bond, at go and sell it five minutes later at 98.” 

A Security House Executive of Long Experience: “This business is sunk for the 
time being. It deserves what it is getting. I question whether, over the ten years 
since 1922, any security house has made any money. They not only were inexpert 
at handling their own finances, but woefully amateurish in the business of handling 
other people’s money. Here’s a list of their major crimes: 

1. Superficial analysis incident to origination of new issues 

2. Origination for quick profits and nothing else 

3. Lack of preparation for investment trust management. 

4. Sale of slow and doubtful holdings to own “trusts,” use of “trust” funds for 
personal enterprises and speculation 

5. The practice of selling heavy risks to the public in order to enable commercial 
banks or banking departments to save their own hides at the public’s expense 

6. The practice of selling new issues of high risk as though they were as safe as 
Federal government bonds; concealing risks; failing to give complete information 
about risks; failing to present all pertinent risks for the investor’s consideration 


* Associate professor of finance in the School of Business of the University of 
Chicago. 

2A Security Sales Manager: “Pull in your necks and play dead. This will blow 
over. People forget their losses and, anyway, you cannot sell 4 per cent and safety 
so long as the other fellow sells a possible 12 per cent and safety.” 
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7. Carriage of excessive inventories on bank loans; speculating in stocks on 
margin 

8. Superficial investment counsel—merely a form of sales bait 

g. Salesman training careless, superficial and confined to methods of getting 
orders; inadequate training in investment analysis, in trading technique, in funda- 
mental economics of a practical nature.” 

Investor Reactions: “The so-called experts are all wrong. A big front, a Saint 
Bernard dog’s honest face and a pose—that’s your investment banker.” 

“Investment counsel and service is a stereotyped frill. It lures you to buy— 


and that’s all.” 
“T was told I couldn’t lose. Now look at the stuff—defaults, depreciation, 


passed dividends. A fine lot of liars.” 
“These investment bankers helped produce the slump. They aided over-bor- 


rowing and pandered to speculative excesses.” 

“T notice that Blank and Company point with pride to the fact that the Dow- 
Jones industrial average declined more than the value of the holdings of their invest- 
ment trust. What of it? They sold me on the idea they were experts and knew how 
to avoid losses. My stock in their trust has declined a lot farther than any averages. 
I’m off them and investment trusts for life.” 


The writer is not stating his own reactions to investment bank- 
ing by quoting those of others. The bankers operated within the 
law, as a rule. They could not, as individuals, stay the relentless 
forces of competition, which determined prices and profits, the 
acceptability or unacceptability of new issues. Some of them 
fought to maintain and raise standards but made no headway. 
Some appeared ignorant of their own limitations as well as of the 
limitations of the arts of forecasting economic potentialities. 
Others made mistakes, in all good faith. After all, few, if any, ex- 
perts in forecasting predicted the 1929-32 debacle with any rea- 
sonable degree of accuracy. 

Nevertheless, the investment fraternity is in disgrace in the 
eyes of the general public whose reactions are characterized by 
exaggerated indictments colored by the bias of bitter, immediate 
personal experiences. The upshot of it all seems to be this: (a) 
the bankers, as a whole, resorted to high-pressure, sometimes 
unethical, buying and selling methods dictated by self-interest in 
immediate profits; (b) they overstated their claims to expertness, 
failing to recognize limitations inherent in the present data and 
methods of investment forecasting; (c) they did nothing signifi- 
cant to regulate or lift the level of competition in buying or selling 
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securities, although national and local organizations exist through 
which attempts at regulation might have been made effective. 

Should anything “‘be done?” The investment banking business 
is, after all, only an infant industry in the United States—a point 
unfortunately forgotten by many of the men engaged therein, who 
laid claims to expertness far beyond the bounds of reason. The 
business really began about 1900 and had its greatest growth, to 
date, after 1915. Today it faces large opportunities. Its special- 
ized services to large-scale industry will continue to be needed as 
that dynamic phenomenon grows and changes. 

During its brief history, investment banking has perforce ex- 
perimented, consciously or not, in developing its present-day 
policies and organization. These have helped to bring it into dis- 
repute. What is to be done to restore public confidence? Several 
alternatives suggest themselves. First, the old order may remain 
unchanged. Second, minor changes may be made in policy and 
method, but the investment house will be maintained essentially 
as it is now. Third, a thoroughgoing reorganization can be effect- 
ed, changing organization, policies, methods, and point of view. 

The first choice satisfies few. The second appeals to many men 
in the business. The third is contemplated with fear and trem- 
bling by some and with doubt and skepticism by others. Few of 
the industry feel that they are in a position either financially or 
intellectually to reorganize completely. Let us examine each of 
these alternatives. 


II. SHALL THE OLD ORDER REMAIN? 


The sales managers of the business are, as a whole, not con- 
scious that any change need be considered. Their only problem 
is how to get signatures “‘on the dotted line.” They blithely ignore 
all other issues. Of course, any drastic change in the policies of 
the business might entail organization alterations. Therefore, 
some of these persons might lose their jobs. They tend to oppose 
changes. ‘“‘They are blocking progress,” says one of their own 
group. 

But are they mistaken? Is human nature so ignorant, so credu- 
lous, so stupid, and so dominated by the desire to acquire great 
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personal wealth at no cost that no effective overhauling of the 
investment banking business is feasible? Cannot our investors be 
sold safety and 3 per cent or risk and 8 per cent? Must they be 
sold safety and sure profits at 10 per cent or more, or not be sold 
at all? If we despair of human nature, its ignorance, its cupidity, 
its credulity, we give the lie to all education; we resign ourselves 
to cycles of “‘fleecing the lambs.”’ The investment bankers lie low 
until investors have forgotten the period 1927-31; then they come 
out of their lairs and high-pressure the investor until another de- 
pression comes, then hide again, ad infinitum. 

On the other hand, investment habits have been and can be 
changed. Millions of persons became bond-buyers during the 
World War; millions became stock-buyers during the 1924-29 
bull market. The size of an intelligent investor-group might be 
small at first. But would it not grow with careful cultivation? 
Can we admit that we must remain densely ignorant of invest- 
ments while claiming advancing intelligence in other respects? 
Was there ever a time when investment knowledge was so plenti- 
ful and widely diffused as at present? 

If the present organization and policies of the investment bank- 
ing business are adequate, how is one to explain a host of things? 
Why were loans to various South American nations permitted to 
become so “‘excessive’’? Why did the investment bankers allow 
realty expansion to go to such extremes? Why were the railroads 
not protected against the risks of overborrowing in relation to 
their earning capacities during depression? Why have manage- 
ment trusts failed to justify the representations of the sponsoring 
houses? These and a host of other interrogations suggest the need 
for basic changes in the structure of investment banking. 


III. PATCH UP THE WRECK? 

The old order of investment banking may be patched up here 
and there and made to serve us well, is the argument of numerous 
members of the profession. But a list of the patches is not con- 
vincing. Here are a few of them: 

1. A return to “‘pre-war conservatism.”’ But no one seems able to define this 
concept or to tell how it is to be made operative. Apparently the structure 
of investment banking is to remain basically unchanged. 
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2. Commercial banks are to withdraw from the security business and act 
merely as investment counselors. Their unbiased service will act to check 
the overly optimistic, biased, or unethical policies and methods of the 
investment bankers. This proposal is not practical. Many commercial 
banks will resist attempts to deprive them of the business of security 
origination and distribution. Investment houses will wince at sending 
their customers to commercial bankers lest the latter disagree with sugges- 
tions made by security salesmen and thus awaken doubts of the quality 
of the service and issues offered. Friendly working relationships between 
banks and investment houses might easily and vitally weaken the arrange- 
ment. 

3. Price-cutting, secret commissions, private retail sales by originating 
houses in advance of the public offering date set for selling activities of 
members of selling groups, deceptive market support policies and prac- 
tices are, after all, minor ills. They can be removed without touching the 
basic difficulties and so restoring public confidence. They affect the in- 
vestors and the issuing concern less than the investment banker. They do 
not importantly affect the latter’s ability to judge the investment quali- 
ties of securities nor to fit securities to the individual needs of investors. 

4. Improved sales training will hardly get far unless the materials employed 
are greatly improved. Sales executives resist, sometimes bitterly, at- 
tempts to “make highbrow economists” of men whose job it is to “get 
orders.”” There appears little hope for improvement in this direction. 


Patches are superficial. The machine is left with most of its 
major defects. It seems desirable to go farther in reorganization. 


IV. A MAJOR REORGANIZATION 

The writer “has a plan.’”’ He has discussed it with representa- 
tive investment bankers. They believe it has many merits but 
they hesitate to come out openly in its favor. It has ‘‘never been 
tried,” and humanity as a whole shrinks from the innovation in 
business methods. Whether the plan will work at all is a question. 
That it will succeed if tried in exactly the form presented herein 
is open to serious doubt. What of it? The lines of progress are 
important at present, not the details. 

It should be emphasized that the writer is fully conscious of 
the difficulties faced in making the reorganization effective. He 
is not claiming sure success nor great profits. The costs, the risks, 
and possibly complete loss may attend some or all efforts. Cer- 
tainly no purely mechanistic reorganization will accomplish much. 








246 THE JOURNAL OF BUSINESS 


The human element, investor as well as banker, is more important 
than any mechanism through which it operates. The argument 
is merely this: that the reorganization plan presented below is a 
hopeful line of attack on the problem of restoring public faith in 
the investment securities business. 

Before stating the reorganization plan, it is necessary to sketch 
the foundation upon which the plan rests, namely, the quadruple 
responsibility of the investment banker. He is financial counsel to 
business seeking funds. He is investment counsel to individual 
and institutional investors. He is responsible to society, at law 
and in economic policy, for reasonably diligent, accurate, and 
equitable administration of his dual counsel functions. He is re- 
sponsible to his associates or stockholders and to his employees 
for reasonable gross and net returns to the house. Is it not clear 
that, with such varied and often opposing interests to serve, the 
investment banker must, first of all, be free from all bias; clear 
of all entangling alliances that produce unconscious bias; able to 
act as an independent agent or go-between connecting users of 
funds and the capital markets? 

Let us grant this ideal objective. What changes in investment 
banking policies may flow from its adoption? First, as a general 
rule, security issues will be originated only when the interests of 
the investor will, in the long run, be well served; only when it is 
reasonably clear that funds are to flow in the direction productive 
in the long run to economic society at large. And this means that 
investments of capital must be profitable or self-sustaining in the 
pecuniary sense; that public expenditures must be kept well with- 
in public ability and willingness to pay for them. The long run 
interests of business and banker will be duly compensated if these 
other interests are accurately allowed for. In consequence, the 
flow of labor and capital will be less likely to bring about unbal- 
anced production, disharmonies among price groups, and depres- 
sion. There will be fewer complaints of overbonded real estate, 
business, and government units, of overcapitalization by the stock 
issue method, of wanton government expenditures. 


3 The problem of forecasting is raised. The need for basic research for this purpose 
is later considered. Methods of financing can, within limits, be adapted to situations 
of varying kinds and degrees of uncertainty. 
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Audits, appraisals, legal opinions, and human contacts will be 
augmented by basic, thorough, and more definite studies of the 
history and outlook relating to the product and its price, concern- 
ing the industry as well as the company, tying into world econom- 
ic and political forces. These studies will have great historical 
sweep and scope. They will envisage the risks as fully as the 
advantageous facts. They will lean heavily upon quantitative 
analysis and forecast. They will enable the terms of the security 
contract to be more accurately adapted (in maturity, income, pro- 
tective covenants) to the economic outlook of the issuing unit so 
that risk may be reduced for both investor and issuer. Careful 
studies of interest rates, security prices, and their determinants 
will enable nearer approach to the goal of “‘the right financing at 
the right time.” 

The issues presented by the argument for more conservative 
and perhaps more expensive origination policies are fundamental 
and complex in the extreme. Investment bankers, as well as com- 
mercial bankers, are now under indictment, in popular opinion, 
for facilitating “overproduction and overborrowing.” The busi- 
ness executive and government official cannot escape their share 
of this popular resentment. But what can the individual banker, 
investment dealer, business man, and politician do in the face 
of competitive forces beyond their control, in the absence of defi- 
nite data indicating the probable future course of supply, de- 
mand, and prices within industries and for business as a whole; 
in the absence of definite and accurate financial standards to 
enable proper guidance and withholding of funds? 

Should there be a series of national economic planning organiza- 
tions with a co-ordinating international group? The problems 
faced by such a proposal appear too great, the disadvantages 
loom too large to many of us; the prospects of reasonably near fu- 
ture utilization are, therefore, too dim for practical purposes. 
Should anti-trust laws be revised to permit collection and dis- 
semination of such trade data as will enable bankers and business 
men to forecast an industry’s future more accurately than is usu- 
ally possible at present? Should governments do more of this sort 
of thing? Can the bankers’ associations take over the job? 
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If, as seems likely, experiments are in order, the writer favors 
the use of trade associations. Assuming liberalization of anti-trust 
laws and regulations, key data relating the plans of members of 
each industry could be collected, treated, and presented by the 
association in the industry.* Financial data and plans of political 
units might be gathered by government agencies. Much needs to 
be developed in this connection, e.g., standard accounting records 
and methods, reorganization of government, standard (and much 
more complete) financial reports. 

The American Bankers Association and the Investment Bank- 
ers Association could employ data relating to industries and po- 
litical units, along with those relating to economic conditions in 
general, to co-ordinate the lending and orginating plans of mem- 
bers. The objectives would be: (a) to aid members in avoiding 
overlending to an industry or governmental unit; (d) to prevent 
overloading of security markets. The two associations could work 
together in co-ordinating the flow of long-term and short-term 
credit. International co-ordination might occur through such 
agencies as the Bank for International Settlements and the Inter- 
national Chamber of Commerce. 

Even if some such experiment in operating and financing gov- 
ernment and business as a collective activity is not to be fostered, 
the investment bankers can still improve their origination policies 
and methods. For example, a more intimate acquaintance with 
economic history would have bred, in 1928, a wholesome fear of 
the “price revolutions” occurring after the Napoleonic and Civil 
wars. More detailed study of the reports of the Reparations 
Commission would have suggested an earlier check to the 1924-28 
loans to Germany. The lessons of the South Sea Bubble, the 
Netherlands tulip speculation, and the Florida boom were worth 
an inestimable price to the bankers who, in 1928, saw history 
repeating itself, even to the “new era’ philosophy. Increasing 
raw material surpluses, held off the market by public or private 
efforts at price control, constituted a growing patent threat to 


4 Key data would relate to trends and plans for production, storage, sales, price, 
and financing. Market surveys and forecasts would be needed. Risks of consumer 
exploitation would have to be considered. 
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“new era’’ prosperity, if only the bankers had thought to weight 
this factor. 

Origination can lean backward when the number and extent of 
uncertainties are not reasonably clear or when one cannot see the 
characteristics of the risks assumed. Stocks instead of bonds, 
short instead of long bond maturities, assist in adjusting financing 
plans to uncertainties. But errors of origination, other than in- 
adequate investigation and control of the flow of credit, may well 
be reduced under the proposed organization of investment bank- 
ing. New investment devices will not be launched and sold until 
their qualities are fully examined and tested. This business of 
selling new gadgets just to cover the overhead will cease. If spe- 
cial facilities and organization are needed, they will be carefully 
developed before, and not after, the fact. No more management 
trusts without the special organization required! 

“Sell-outs”’ will be resorted to only when the price and yield 
give the investor a fair gamble for his money. And, furthermore, 
he will be told exactly what he is buying. The commercial bank 
will launder its own linen. The investment bank will act with 
sterling honesty in unfreezing its inventory or will value a Dodge 
Brothers intangible assets with more consideration for the uncer- 
tainties of the future and with less for the competing bid of an- 
other banker or for immediate profit to the originator. 

Wholesale purchasing will cease to rest upon the inequitable 
basis of “‘log-rolling.”” The dealer will buy in terms of the merits 
of the issue and the requirements of his clientéle. He will not take 
a commitment merely because he fears he will lose his place on 
the Big Banker’s dealer list if he doesn’t. The Big Banker will no 
longer “‘threaten’’(?) him. Both will have other sources of income 
than profits on new issues, as we shall see. 

Second, security issues will be sold as one aspect of the invest- 
ment banker’s function of investment counsel. With improved 
origination, better securities can be offered, it is true, but, never- 
theless, salesmen will be investment advisers first and salesmen 
afterward. This change in policy and point of view will bring a 
change in selling methods. The counselor-salesman will, to an 
increasing extent, plan and manage clients’ accounts solely in 
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terms of their needs and interests (small commercial banks will 
not be loaded with real estate bonds). He will, in case of doubt, 
lean backward in selling from his house’s list. Further, he will not 
only tell the favorable factors about new issues but will point to 
the risks, to all the unfavorable factors. He will resort to no half- 
truths; he will not “slide over” dubious matters; he will take no 
advantage of the layman’s inexperience. Safety and probable in- 
come will be represented in proportion to risk—no more and no 
less—12 per cent will usually mean relatively high risk to invest- 
ors, and 3 per cent will usually mean relatively great safety. 

Counselor-salesmen’s studies will possess as great historical 
sweep and scope as those used in origination work; they will en- 
visage the future as definitely as may be. Thus account analyses 
and other statistical services will cease to be stereotyped, multi- 
graphed digests of the security manuals; will give place to in- 
dividualized studies of investment accounts in terms of investor 
needs, of basic economic and political conditions and trends af- 
fecting securities, companies, industries, nations, the world. But, 
nevertheless, counsel will be duly humble before clients about his 
expertness, recognizing the limitations of the youth of his calling 
and of the tools of investment analysis. Investors cannot then al- 
lege misrepresentation nor fairly object to errors of human judg- 
ment.$ 

Again, trading with clients’ accounts will take place only in the 
long-run interest of the clients. Investors who now assert that 
trading is unscientific and solely for the immediate profit of the 
salesman and his house will have to reverse their opinion. Sales- 
men-counselors will know what and when to trade. They will 
possess a scientific trading technique. They will no longer switch 
a $10,000 account out of its solid foundation of federal govern- 
ment bonds and into second-grade industrials just to raise the 
yield. Definite forecasting will be employed in keeping customers’ 
accounts safe, profitable, and as liquid as they need to be to antici- 


5 One salesman put his customers into short-term U.S. Federals in June, 1929, 
though they deserted him in droves. Today they are all back on his list, some with 
the Federals still in their accounts and some beginning investment accounts all over 
again. This salesman followed a hunch that a crash was due. He didn’t know when 
or of what proportions so he “played safe.” 
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pate money-market, corporate, industrial, and general business 
fluctuations. Investment trading will become a continuous, 
prompt, and far-sighted practice used and sold in terms of its 
limitations. 

If it is argued that house commitments can never be sold under 
these sales policies, the answer is that the new origination and 
buying policies, the lack of pressure from the Big Bankers, will 
greatly reduce the work of moving new issues. New issues, fur- 
ther, will better fit the needs of issuers and investors; they will 
themselves set the prevailing style rather than follow investment 
market fads and fancies. 

Fads will cease to be as predominant in determining market 
prices. Counselors will work to check the mob tendencies to run 
after now common stocks, now warrant bonds, now real estate 
mortgage bonds. By thus maintaining better balance among vari- 
ous sections of the capital market, by restraining runaway bull 
and bear markets, the problem of moving new issues of improved 
quality is very greatly lessened. So also is the grief that over- 
comes house and investor when a fad “peters out.” 

Third, advertising, publicity, and counselor work will be tre- 
mendous forces in the education, rather than the propagandizing, 
of the investing public. Investors will be taught that safety in 
the absolute sense does not exist; that risk is uncertainty paid for 
by interest and profit; that investment mortality and yield is thus 
and so for each kind or type of security and for each kind or type 
of industry (here is a need for research). The basic elements of 
investment risk, the difficulties of measuring them, the uncertain- 
ties of forecasts and the dangers of relying on past experience will 
be pounded home in simple terms. The investor will become a 
critic and a skeptic as he should be—not a “sucker.”” When he 
assumes risks he will do so knowingly, not under an illusion cre- 
ated by the high-pressure selling of self-named investment experts 
who give the impression that they know it all—past, present, and 
future. 

Fourth, the capacity of the security markets to absorb new 
issues will be carefully judged. Attempts to avoid overloading 
will necessitate co-operation within the industry, presumably 
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through the Investment Bankers Association of America. Inven- 
tory turnover will be carefully maintained to avoid the losses that 
have occurred since 1929. The investment banker will frown on 
speculation in inventory whether on his own shelves or on those 
of concerns for whose issues he is at least morally responsible. He 
also will refrain from personal speculation until his company’s net 
worth is, beyond reasonable doubt, capable of withstanding the 
blows of adversity. Neither the importunings of issuing units, nor 
the pressure of originating houses, nor, yet, the lure of the long 
profit will tempt him to speculate in inventory, to speculate per- 
sonally, to “high-pressure” his market. 

The foregoing proposed policies call for emphasis upon invest- 
ment research rather than, as now, upon new business and sales. 
The organization of the investment bank is to be developed 
around research personnel and activities. Research will presuma- 
bly be less superficial, much more fundamental, than now; it will 
concern itself with price-making forces and processes; it will have 
an international scope and point of view. 

While research costs may be larger, part of them will be paid 
for by diverting funds now expended for research of value only as 
publicity and as sales propaganda. It is believed, further, that 
selling costs can be reduced. Other ways of making the new 
régime pay are discussed later. Chart I gives the hypothetical in- 
ternal organization of the investment house in the “‘new era’’(?). 

Not every investment house could afford this organization for 
research. There are corners that can be cut, however. Research 
co-operation with university business schools would be helpful in 
reducing costs. The Investment Bankers Association of America 
has conducted and will carry on general and specific research of 
value to every house. It will gather data on the outlook for in- 
dustries and political units as indicated earlier. It might well co- 
ordinate the efforts of research departments of all member houses 
when these units are attacking general problems of mutual inter- 
est. Co-ordination would reduce costs by eliminating duplicating 
research along non-competitive lines. The writer favors on-going 
co-ordination of the work of all research departments except on 
problems of company studies. All houses will gain from each 
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others’ research production. There would be little or no competi- 
tive loss in the long run. The executives of each house would still 
reserve for competitive use their special qualifications or gifts for 
the analysis, interpretation, and application of data made com- 
monly available to the industry. Much research data are avail- 


CHART I 


FUNCTIONAL ORGANIZATION FOR THE INVESTMENT HouSE—1932 
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Analysis of investor accounts; group behavior and experience, mortality and income experience 
by types of securities. 
t Salesmen would work through all divisions of the research department. They will become econo- 
mists, lawyers, accountants, and statisticians as well as salesmen 


able on general business and financial trends through the com- 
mercial and statistical agencies. These data could be purchased. 
The research department need not duplicate the acceptable work 
of general commercial research agencies. 

Finally, the value of the research department depends upon its 
personnel. No gainsaying the need for well-trained technicians. 
But, above all, executives must have balanced judgment and 
sterling honesty. They must not be forced to pursue the elusive 
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phantom of publicity and personal glory in order to ‘make their 
jobs good” and to justify their work as “productive.” 
V. WHENCE THE PROFIT? 

If character (New Englandish honesty and frankness) and sound 
judgment of the investment significance of complete and accurate 
studies of economic and political forces are to be the foundation- 
stones of tomorrow’s successful security business, will anyone be 
able to make any money in the line? The problem of profit and 
loss must be faced, for any plan that does not produce profit will 
not be economically justified. 

The profit will probably come slowly, if at all, and an increase 
in the net worth investment may be needed. This must be ad- 
mitted. The answer is that profits may be more steady, more last- 
ing, and, eventually, larger than they have been. For one thing, 
the present cost of distribution of securities may be reduced. The 
cost of salesman turnover ought to fall. The investment in train- 
ing, supervising and stimulating salesmen-counselors will tend to 
be retained by the house. The job of breaking in a new sales 
force every year or less will tend to be eliminated. The reduction 
in sales-force turnover is likely to result from: (a) reduced fluctua- 
tions in the volume of business; (6) reduced customer complaints 
and turnover; (c) more honest and capable service to customers; 
(d) a higher grade of originations and offering lists. 

Again, customer turnover costs should decline. The new origi- 
nation, buying, and selling policies will tend to conserve the mail- 
ing list. Departing salesmen will be less able to take accounts with 
them. There will be fewer complaining customers with losses they 
feel to be unjustified, looking for another house. Nowadays, a 
house fires one corps of salesmen and hires another hoping that the 
new men can resell the house to old accounts and bring in new 
customers who can be made to believe that at last they have found 
the “only real investment house.”’ Here is another vicious circle 
of periodic exchanges of salesmen and customers. 

Further, the cost of counselor service, including a fair pro rata 
of research costs, and a profit will be charged to customers on the 
basis of counselor service rendered, irrespective of whether the 
customer buys anything on which the house takes a profit. But 
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can such a thing be done? Are the statistical services doing it; 
are the investment counselor firms? They are and with success. 
These are the competing agencies that justify attempts to remold 
the securities business and at the same time are exerting com- 
petitive pressure to force the remolding. 

The investment house may be able to sell counselor service for 
less than the investment and forecasting agencies. The research 
costs will be shared by originations as well as by investors. The 
markets for investment counsel, available to the agencies, are 
open to the investment houses. The latter often have easy access 
to more accurate, timely, and complete information about given 
companies than the former. There is no reason to believe that 
the bankers could not furnish as good a quality of counsel as the 
best agencies. 

There is no sound reason why counsel should be on a “‘some- 
thing for nothing” basis. True, counsel has so far been worth very 
little, too little. It might better be dropped if it is not to be im- 
proved. But if it is improved, it should pay a direct profit to the 
house. In this way, salesmen-counselors’ compensation can be 
paid in major part from service fees. The practice will tend to 
offset bias in favor of the house’s inventory; make research a 
“productive” activity and thus encourage basic research. 

The principle of charging investors for services rendered has 
broad applicability. Nowadays, many commercial banks are 
charging for each type of service rendered. By the same token, 
why shouldn’t the investment banks levy separate charges for 
their various types of service—counsel, custodian, fiscal agent, 
etc.? Why should the spread on originations and participations 
be expected to carry other than a fair share of the costs of origina- 
tion and distribution of each issue as such? The practice tends 
to origination of dubious issues, to the charging of excessive prices 
for new issues. After withdrawal of syndicate market support, 
prices too often sag off at once. If, at times, the trouble is in- 
accurate estimates of price, improved research should help to 
remedy matters. No question about it, the customer good will 
lost by exacting too high a price is a cost to be reduced under the 
new régime. Necessarily, a policy of taxation on the basis of bene- 
fit received involves other problems of an operating character. 
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The task of selling the policy is one of them. The intricacies of 
obtaining accurate cost figures is another. 

Whatever the problems faced in charging for each kind of serv- 
ice, the principle looks like one effective way of enabling the in- 
vestment banker to remain a free agent capable of unbiased dis- 
charge of the fourfold obligation set forth earlier. If he is success- 
ful, his overhead is more likely to be covered than now, for he 
diversifies his sources of income. He is no longer dependent solely 
upon new issues for a livelihood. The urge to originate and par- 
ticipate solely to keep his organization afloat is greatly lessened. 
The stimulus to take new issues, because the issuer threatens to 
seek a new connection if turned down, is less potent. So, also, is 
the need for forced feeding of investors, for high-pressure selling 
methods. New issues can be carefully developed and sold upon 
a plane of ethics not yet explored. 

Finally, distribution costs may be reduced in a miscellany of 
other ways.° House repute may build and retain more business 
than in the past. Much small and unprofitable business will go 
(and be sent) to the savings banks and insurance companies where 
it belongs. Instead of swarms of half-trained, overpaid salesmen 
swarming about the country, business will be more easily obtained 
by less expensive means such as letters, bulletins, and reports. 

Finally, the law might be persuaded to change its course. An 
unbiased, honestly candid, thoroughly posted middleman in new 
security issues, whose primary job is economic service for profit, 
will need little, if any regulation. The costs and delays of regula- 
tion might abate greatly, though gradually. 

What is needed now is leadership with the courage, capital, and 
capacity for the experiment. The problems cannot be more stu- 
pendous than those faced in building the existing structure. The 
status quo is unthinkable save as part of a philosophy of futility 
and despair. 

6 Irrespective of changes in policies and organization, the investment bankers 
may well follow the commercial bankers in adopting science in management. Such 
matters as job analysis and salary-rating, cost-accounting, scheduling of the plan 
of work, lay-out and equipment of offices, selection, distribution, stimulation, and 
supervision of workers may be mentioned. Development of inventory standards 
and control will help to reduce inventory losses and quicken the rate of profit on net 
worth by speeding up inventory turnover. Part of the gain in this respect will flow 
from improved originating, buying, and selling policies and from the new freedom 
of thought and action gained therefrom. 








THE SHIFT IN BANK FAILURES 
LEWIS A. FROMAN!® 


T THE close of 1921, there were 30,206 banks operating 
in the United States, but by the end of 1931 this number 
had decreased to about 20,000. When thought of in terms 

of the number of banks existing in other countries, this figure 
still seems large. In England, for example, 5 banks control over 
80 per cent of the banking resources while in Canada there are 
only 10 commercial banks. This difference is at least partially 
accounted for on the basis of the network of branches which exists 
in these two countries but which operates in the United States to 
only a limited extent. 

Outstanding among the causes which contributed to this dras- 
tic decline during the last ten years in the number of banks was 
bank failures. Since 1920 (including the first quarter of 1932) 
there have been nearly ten thousand bank suspensions. Although 
this in itself would account for the above-mentioned decline, 
there have been other factors, including mergers, consolidations, 
and voluntary liquidations, which work in the same direction as 
failures so far as the number of banks are concerned, and reopen- 
ings and the formation of new banks which would tend to increase 
numbers. Bank suspensions alone, however, will be the subject of 
the discussion here. 

That there was a considerable increase in bank failures in the 
United States during 1930 and 1931 is a matter of common infor- 
mation, but that some sections of the country experienced more 
failures during these two years than in the previous nine years is 
not, perhaps, so well known. Certain sections had even more 
failures during 1931 than during the preceding ten years, and in 
one extreme case almost four-fifths of the failures occurring since 
1920 took place during 1931. The most striking feature, however, 
of bank suspensions since 1921 is that those sections of the coun- 
try which were largely responsible for the failures from 1921 to 

' Instructor in economics, University of Buffalo. 
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1930 represented a relatively smaller part of the suspensions dur- 
ing 1930 and 1931. This does not mean that in any section of the 
country was there a fewer number of failures on the average in 
1930-31 than in the preceding nine years, but rather that so 
many banks closed in other parts of the country that those sec- 


TABLE I* 


ToTAaL NUMBER OF BANK SUSPENSIONS IN THE UNITED STATES, BY 
FEDERAL RESERVE DISTRICTS, 1921-31 













































































District 1921 | 1922 | 1923 | 1924 | 1925 | 1926 | 1927 | 1928 | 1929 | 1930 | 1931 | Total 
Boston. . . 6 2 3 I Re I Hi... 12 33 61 
New York. . oS ws @ 4.... 2} 3) 6 II 80} 121 
Philadelphia. ... 2 I 3 ai 3) 4i.... I 3 IO} IOI} 130 
Cleveland. . ; 5 I 6 6} 14 9} 20] 17] 14 41; 182) 324 
San Francisco. 56] 31] 28] 29] 24] 16] 32] 10} 16 21 76] 339 
Dallas... .. 82} 51| 46) 53} So] sSo| 44! 24] 11 41 93] 545 
Richmond. 40} 36] 44] 43) 68] 61/ 43) 43) So} 152] 203] 792 
Atlanta... 66} 22) 23) 48] 44) 162] 63) 66] Ir19) 140} 135) 888 
St. Louis. ... 33) 26) 24) 53) 53) 77| 82! 57) 44] 358) 264/1,071 
Kansas City.. 87} 92] 137] 133] 77] 112] 100] 88] 193} 137] 222/1,378 
Chicago. . . 46} 25] 53] 108] roo] 182] 124) 87] 93} 266) 630/1,723 
Minneapolis. . 73| 64} 279] 295| 168) 283] 142} 94] 84 156 271|I ,Q09 

United States} 502) 354 650) 777 oe 956 662| 491) 642|/1,345|2,290/9, 281 








* These are the figures published by the Federal Reserve Board which represent banks closed to 
the public, either temporarily or permanently, on account of financial difficulties. There are other 
sources, such as the bank-failure series published by the office of the comptroller of the currency. This 
series, however, relates to the fiscal rather than the calendar year. 


Suspension figures for the early months of 1932 were as follows: January, 342; February, 123; 
March, 45; and April, 68. These monthly figures are not classified by reserve districts. 


tions which experienced only slight increases found that relative 
to failures elsewhere their records showed noticeable improve- 
ment. 

There are a number of ways in which one might divide the Unit- 
ed States in order to show changing tendencies. Division by states 
would be one way, but this makes so many subdivisions that dis- 
cussion becomes cumbersome. The method used here is that of 
the Federal Reserve district, which can be easily identified as to 
geographical position by the name of the reserve city for the dis- 
trict. Kansas City and San Francisco are the least centrally 
located reserve cities. Most all of the Kansas City district is to 
the west of Kansas City, while most of the San Francisco district 
is to the east of San Francisco. The number of banks which have 
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been suspended each year since 1920 in the United States is given 
by Federal Reserve districts in Table I. 

Before attempting to bring out the shift which has taken place 
recently in the distribution of bank failures, it might be well to 
indicate briefly, for the eleven-year period under survey, the dis- 
tricts which have been outstanding for the number of bank sus- 
pensions occurring within them. This is attempted in Table II, 
which gives the percentage which each district had, on the aver- 
age, of the total number of banks in the United States as com- 























TABLE II 
Dist “ope | roe 

Chicago 19 19 
Kansas City 14 15 
St. Louis. . . 11 II 
Minneapolis II 21 
Cleveland... 7 3 
Richmond 7 8 
Atlanta... 7 10 
Dallas. . 6 6 
San Francisco 6 4 
New York 5 I 
Philadelphia 5 I 
Boston. 2 I 

Total . rere 100 100 














pared with the percentage of the total number of failures which 
occurred in each district. This gives comparable figures for each 
district. It would be misleading to conclude that just because 
there were 1,723 bank suspensions in the Chicago district during 
this period, but only 61 in the Boston district, that failures were 
thirty times greater in the former district. Chicago had, on the 
average, about five thousand banks during this period while 
Boston had only between six and seven hundred. Both percent- 
ages cover the period 1921—31 inclusive. 

Eleven per cent, on the average, of all the banks in the United 
States, for the period 1921-31, were located in the Minneapolis 
district, but 21 per cent of all the failures which have occurred 
since 1920 have taken place in that district. The Minneapolis 
district, which includes Montana, North Dakota, South Dakota, 
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Minnesota, and northern Wisconsin and Michigan, is the only one 
which stands out in this regard. The Atlanta district, with 7 per 
cent of the banks but 10 per cent of the suspensions, shows the 
same tendency but to a much smaller degree. The Kansas City 
and Richmond districts complete the group which had higher 
percentages of failure than percentages of the total number of 
banks. In these cases, however, the difference is even less than 
that shown by Atlanta. 

The districts that present a favorable failure record—that is, 
those districts which have a smaller percentage of suspensions 
than of the total number of banks—are New York, Philadelphia, 
Cleveland, Boston, and San Francisco. The New York and Phila- 
delphia districts had, on the average, 5 per cent of the banks lo- 
cated within them but only 1 per cent of the failures. The dif- 
ferences in the percentages for the other districts, Boston, Cleve- 
land, and San Francisco, were not so great. 

Three districts—Chicago, St. Louis, and Dallas—have the 
same percentage of failures as of the total number of banks. 

In view of the apparent geographical concentration of bank 
suspensions during this period, it would appear worth while to 
examine briefly the causes for such misfortunes. The comptroller 
of the currency in analyzing the causes of the failures of the na- 
tional banks in charge of receivers for the year ending October 31, 
1930, gave the following: incompetent management, dishonesty, 
local financial depression from agricultural or industrial disaster, 
receiver appointed to levy and collect stock assessment covering 
deficiency in value of assets sold, and temporary suspensions. 
The percentage which each cause was of the total is given in 
Table III.? 

A classification of this kind is, at best, only a rough estimate, 
owing to the impossibility of singling out causes which alone ac- 
count for the failures. The tendency, however, for local condi- 
tions and management to account for the bulk of the bank fail- 
ures analyzed here seems established. These causes would appear 


2 Annual Report of the Comptroller of the Currency (December 1, 1930), pp. 307-21. 
In cases where two causes were given, these were distributed equally among each 
joint cause. The last two causes listed by the comptroller are combined and given 
as other causes in the table. 
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to be in keeping with the preceding analysis, which has shown 
that the agricultural districts (likewise sections in which the 
small-unit bank predominates) have been largely responsible for 
the suspensions during this period. 

The list of the comptroller might be referred to as “direct” 
causes, which in turn could be traced back to more fundamental 
defects of our banking system. These might include too small a 
unit and too many banks, lack of uniformity of supervision and 
control, political interference, affiliated companies, and lack of 


TABLE III 
Per Cent 
A. Incompetent management.................. 35 
RET CL Tee me ee 
C. Local financial depression from agricultural or 
ER Pre Pee 49 
D. Other causes... . 434° oe ae 8 
SE yy ; red a 100 


means for proper diversification of loans and investments. But a 
discussion of these would lead far afield from the purpose of this 
analysis. In case failure was due to local financial depression from 
agricultural or industrial disaster, it might be contended that this 
is a cause which lies outside the banking field.’ 

Keeping in mind the failure record of each Federal Reserve 
district as shown by a composite figure for the eleven-year period 
treated here, the shift which has taken place in some of the dis- 
tricts during the later years of the period will be presented next. 
This shift may be detected in its rough outline from a closer 
examination of Table I. For example, during 1930 and 1931 there 
were 3,635 bank suspensions, which represent slightly less than 
40 per cent of the total number of failures for the entire period. 
In the case of the Boston district, however, which had 45 suspen- 
sions during the last two years but only 16 for the nine years 
preceding 1930, the failures occurring in 1930 and 1931 represent 
approximately 75 per cent of all its failures for the eleven years. 

3 For a thorough treatment of bank failures in the United States see Walter E. 
Spahr, “Bank Failures in the United States,” American Economic Review, XXII, 
No. 1 (Suppl.), 208-38. 
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Minneapolis, on the other hand, had only 22 per cent of its sus- 
pensions occurring in the last two years. 

A summary of these tendencies is attempted in Table IV, which 
gives the percentage for each district of the total number of fail- 
ures that occurred from 1921 to 1929, inclusive, as compared with 
the percentages for the two-year period 1930-31. 











TABLE IV 
— ———— oan e ——$—$<—$—$—<— 
Per Cent of | Per Cent of | Per Cent of 
District Failures, Failures, 3anks, 
1921-29* 1930-31 1930-31 
Minneapolis 26 12 9 
Kansas City. 18 10 13 
Chicago. 15 25 20 
Atlanta. 11 7 6 
St. Louis. 8 17 II 
Richmond 8 10 6 
Dallas. 7 4 7 
San Francisco 4 3 6 
Cleveland 2 6 8 
New York. I 2 6 
Philade!phia ° 3 5 
Boston. | ° 3 
Total 100 100 | 100 











* To the nearest whole per cents. The zeros for Philadelphia and Boston 
do not mean that there were no failures but rather that these districts had 
less than one-half of 1 per cent of the suspensions 


For the period 1921~—29, 15 per cent of all bank failures in the 
United States occurred in the Chicago district, but for the years 
1930-31, 25 per cent of all suspensions may be accredited to it. 
The St. Louis district presents an even greater increase in the 
percentages of failure for the two periods—8 per cent for 1921 
29 but 17 per cent for 1930-31. The increases in these two dis- 
tricts are important because of the number of banks represented; 
Chicago has more banks than any other district and St. Louis is 
third in this respect. But so far as relative increases in failures 
during 1930-31 are concerned, the Philadelphia and Cleveland 
districts are outstanding. For the years 1921~29, less than one- 
half of 1 per cent of all suspensions occurred in the Philadelphia 
district, while during 1930-31, 3 per cent of the failures came from 
this district. The failures in the Cleveland district accounted for 
only 2 per cent of all suspensions from 1921~29, but increased to 
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6 per cent during 1930-31. Similar increases are shown by the 
Richmond, New York, and Boston districts but the differences 
are much less. 

The Minneapolis district, which showed the most unfavorable 
record for the eleven-year period, shows the most favorable 
change during 1930-31. It had 26 per cent of the suspensions 
from 1921 to 1929 but only 12 per cent for 1930-31. The Kansas 
City, Dallas, and Atlanta districts present similar decreases of 
important amounts. There was a slight decline in the percentage 
of failures in the San Francisco district in 1930-31 as compared 
with those occurring from 1921-29.4 

The thing which seems to stand out in this shift among the 
various Federal Reserve districts is that bank failures in the 
Eastern, East North Central, and Middle Central sections of the 
United States have increased more than proportionately to the 
increase in all failures during the last two years. Suspensions in 
the Middle West, West, and South, on the other hand, have de- 
clined, relative to the total number of failures during recent years. 
This decline is particularly significant since this was the section 
of the country, the Minneapolis, Kansas City, Dallas, and Atlanta 
districts, which was largely responsible for the bank failures in 
this country from 1920 to 1930. 

In order that the decline in the percentage of failures in some 
of the Federal Reserve districts may not leave the impression 
that all these districts now present enviable failure records, these 
percentages are compared with the percentage of the total num- 
ber of banks which were located in the various districts for the 
1930-31 period. The Minneapolis district, for example, although 
presenting a drastic decline in the percentage of suspensions, still 
had a larger failure percentage for 1930-31 than the percentages 
of the average number of banks located within it for the same 
period. The relative decline of failures in the Atlanta district 
gave it about the same percentage of failures as of the number of 

4 It must be kept in mind that declines in the percentages of the total number of 
failures do not necessarily mean reductions in the absolute number of suspensions. 
Failures increased so greatly in other districts that slight increases in the absolute 
number of suspensions in these districts led to declines in the relative number of 


failures. 
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banks for the last two years. The declines in the Kansas City, 
Dallas, and San Francisco districts, however, gave them what 
might be referred to as less than their “share’’ of suspensions 
during 1930-31. 

Likewise it should be pointed out that some of those districts 
which experienced a relative increase in bank failures during the 
past two years had, even after the increase, smaller percentages 
of suspensions than of the total number of banks. Such was the 
case for the Boston, New York, Cleveland, and Philadelphia dis- 
tricts. The increase in the failure percentages for the Chicago, 
St. Louis, and Richmond districts, on the other hand, gave them 


TABLE V 
Average 
Deposits per 
Year Suspended 
Bank* (In 
Thousands) 
ee eee eee ee ee ee ee ee ee 392 
DO vin i abasite arias aw pad nvosece aie 
192 pckcmraosee ee a a eee 
1924. ae AB oaks . 295 
1925 eet ee eo ete , , 
oe hae te ee oa . 285 
1927 een: eee . 203 
1928.... ee . 282 
192 Paice pinta aes Seese ssid. sardae ied 
Se ee eee ahs pte en . 643 
WO as aaidic kw igh ce nriewian ee .. 768 


* The mode would be perhaps a better average to use here 
than the arithmetic mean, but in order to calculate the mode, 
separate figures for each suspended bank are necessary. Such 
data are not available from the publications of the Federal Re- 
serve Board. 


unfavorable records when compared with the number of banks 
which were located within them. What has been said before re- 
garding the “‘shift’’ which has taken place in bank failures remains 
unaltered with this caution as to interpretation. 

Has this shift in bank failures brought with it an increase in 
size of the failing banks? A partial answer to this question may 
be found by examining the average volume of the deposits of 
each suspended bank (see Table V). 

Beginning with 1929, there was a decided increase in the size 
of suspended banks as measured by the volume of their deposits.° 


s A comparison of the combined deposits of all suspended banks with the deposits 
of all banks gives much the same results. 
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Prior to that year, there had been very little difference in the size 
of the failed banks except for 1921, which was slightly larger than 
the succeeding eight years. This recent increase would seem to 
be in keeping with the shift in failures toward those districts 
which have a larger unit bank, on the average, in operation. 

More detailed information regarding size may be secured by 
examining the amount of the capital-stock accounts of the banks 
which were suspended between 1921 and 1931. The percentages 
of the total number of suspended banks with capital-stock ac- 
counts of $25,000 or less, less than $50,000, and $50,000 or more 
are as shown in Table VI. 

TABLE VI 








PERCENTAGE OF SUSPENDED BANKS WIT 
CapiraL Stock OF 

















YEAR | 
| 

$25,000 or Less |Less than $50,000] $50,000 or Over 

fetes oS mentennetce bcenneiates 
1921. 59 66 34 
1922. 57 68 32 
1923.. | 69 760 | 24 
1924.. | 66 73 27 
1925. 60 638 32 
1926. 64 75 25 
1927.. 62 71 29 
1928.. 60 68 32 
1929. | 57 67 33 
1930. 57 67 33 
193!.. “eae 40 56 44 











If capital stock may be considered as accurate a measure of size 
as deposits, which is probably not the case, owing to the tendency 
to increase surplus with increasing business rather than capital, 
then the size of the banks which have been suspended since 1921 
did not increase perceptibly until 1931. Last year there was a 
noticeable increase in the percentage of failed banks which had 
capital-stock accounts of $50,000 or more, 44 per cent of the sus- 
pended banks falling in this class when not more than 34 per cent 
had been from this group in any of the previous ten years. Of the 
23,852 banks in existence on June 30, 1930, 9,796 of them had 
capital-stock accounts of $25,000 or less, 15,664 with less than 
$50,000 capital, and 8,188 with $50,000 or more. During 1931, 
when 44 per cent of the suspended banks had capital-stock ac- 
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counts of $50,000 or more, this group of banks made up only 
about 34 per cent of the total number of banks. Although the 
line between large and small banks is not easily drawn, this would 
seem to indicate that recently the smaller banks are not the pri- 
mary contributors to the large number of bank failures. 

Most of the discrepancy between the size of suspended banks 
as shown by the capital-stock accounts as against that shown by 
deposits can be explained on the basis that there have been a few 
failures of very large banks.® This would influence greatly the 


TABLE VII 








PERCENTAGE OF FarLep BanKs LocaTEeD 
IN CENTERS OF 








YEAR 

Less than 2,500 |Less than 25,000] 25,000 or More 
ee ne | a - — | a —————EE 
Ig21 73 go 10 
1922 74 gI 9 
1923 85 06 4 
192 82 90 4 
1925 78 G6 4 
1920. 81 95 5 
1927 | 81 97 3 
1925 | 81 05 5 
1920 | 79 04 6 
1930 | 73 gl 9 
1931 05 56 14 

| 








average size of the deposits of the suspended banks, but would 
have little effect on the percentage which had capital stock of 
$50,000 or more. 

A final consideration will deal with the question as to whether, 
with the recent tendencies toward an increased number of failures 
in the more densely populated sections of the United States, there 
have been more failures in the larger cities. The percentage of 
the total number of suspensions which occurred in centers of less 
than 2,500 inhabitants, centers of less than 25,000 inhabitants, 
and centers with a population of 25,000 or more is given in Table 
VIL. 

In 1930, 56 per cent of the population of the United States lived 
in incorporated places of more than 2,500 inhabitants. But banks 

6 The Bank of United States, the largest bank to fail during the period under 
examination, suspended operations in 1930, which was the year that shows the great- 
est difference between the two methods. 
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located in these cities accounted for only 27 per cent of the bank 
failures for that year. Likewise only 9 per cent of the suspended 
banks were located in cities of more than 25,000 which accounted 
for about 4o per cent of our population. Recent years have wit- 
nessed a slight increase in the percentages of failures which have 
occurred in cities of more than 25,000 population. This is especial- 
ly true of 1931, since 14 per cent of the failed banks for that year 
were from cities with more than 25,000 inhabitants. In 1927 only 
3 per cent of the bank suspensions came from such cities. 


SUMMARY 


Forty-four per cent of the bank failures in the United States 
for the period 1921-29 occurred in two Federal Reserve districts, 
Minneapolis and Kansas City. These districts had, on the aver- 
age, only 25 per cent of the total number of banks located within 
them. During 1930 and 1931 these same districts, however, had 
only 22 per cent of the bank suspensions. Although none of the 
reserve districts showed declines in the absolute number of fail- 
ures during the last two years, the Kansas City, Minneapolis, 
Dallas, and Atlanta districts showed noticeable declines in the 
percentage of the total number of suspensions occurring within 
them. The Chicago, St. Louis, Cleveland, and Philadelphia dis- 
tricts had percentages of the failures for the last two years which 
were about twice as large as their percentages for the period 1921— 
29. The New York and Boston districts showed similar tenden- 
cies but to a lesser extent. 

This relative increase, during recent years, of bank failures in 
the midcentral, northern, and eastern portions of the United 
States has brought with it an increase, although difficult to meas- 
ure, in the size of the suspended banks. This increase has been 
of a large-enough magnitude to make the position of the larger 
banks less enviable with regard to failures than that which they 
held from 1921 to 1929. 

There has been an increase during recent years in the propor- 
tion of bank failures which have occurred in the larger cities 
which would be in keeping with the shift toward the more densely 
populated areas and also the increase in the size of the suspended 
bank. 








THE INTERNATIONAL MERCANTILE MARINE 
COMPANY—AN ILL-CONCEIVED TRUST" 
M. J. FIELDS? 


HE opening of the present century witnessed probably 

two of the most daring experiments in industrial consolida- 

tion ever attempted. One was the formation of the United 
States Steel Corporation in March, 1go1; the other, the organiza- 
tion of the International Mercantile Marine Company in Octo- 
ber, 1902. Both were trusts in the popular sense, and both were 
sponsored by the elder J. P. Morgan and his associates. Monop- 
oly was the object of the promoters in each instance, and a moun- 
tain of stock was issued in both cases to acquire control of the 
independent units. One has been an outstanding success; the 
other, a rank failure; but the histories of both are pregnant with 
information of wide economic import. While the details of the 
successful Steel Corporation are now common knowledge, the 
story of the Marine Company has never been completely told. 
To do so is the purpose of this paper. 

The International Mercantile Marine Company was organ- 
ized under the laws of the state of New Jersey on October 1, 1902. 
Its predecessor, chartered in the same state in 1893, was the In- 
ternational Navigation Company, which operated two lines of 
transatlantic steamers, the American Line and the Red Star Line. 
In keeping with the trend of the time toward tremendous corpo- 
rate expansion through the medium of holding companies super- 
imposed upon other holding companies, the Mercantile Marine 
proceeded to acquire the stocks of various other lines. The Inter- 
national Navigation Company, Ltd., of England, whose shares 
were practically entirely owned by the (American) International 
Navigation Company, acquired all the capital stock of the 
White Star Line and the Atlantic Transport Company, Ltd., 

* The author is indebted to Professors Ripley and Taussig, both of whom read 
the manuscript and offered many helpful suggestions. 

? Research assistant in the Department of Economics of Harvard University. 
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which in turn completely owned the Atlantic Transport Company 
of West Virginia. It also secured nearly all the shares of the Do- 
minion Line, and the Marine Company, in its turn, obtained a 
controlling interest in the Leyland Line. 

In order to acquire the securities of the above-mentioned com- 
panies, the International Navigation Company, Ltd., issued 
£25,000,000-share lien certificates, which were secured by the 
deposit of the shares and property of those concerns. These cer- 
tificates were then purchased by the Marine Company by issuing 
in exchange therefor $50,795,000 of preferred stock, $55,000,000 
of common stock, and $50,000,000 of its 43 per cent mortgage 
and collateral-trust gold bonds. Both the preferred and common 
stock were deposited under a voting-trust agreement, the house 
of Morgan being very strongly represented among the voting 
trustees. 

At the end of its first year of operation, the International Mer- 
cantile Marine Company had under its control more than 120 
ships of all classes, with a total gross registered tonnage exceeding 
992,000. Its properties, warehouses, terminals, and docks com- 
pared favorably with those of any shipping concern in the world. 
The combined sailings of the Company comprised 32 distinct 
services that plied in every sea, between almost every port in 
practically every country of importance.’ In short, the physical 
structure was almost exactly what the sponsors of the Great 
Atlantic Combine had hoped to create. 

To effect a consolidation of these lines was a matter requiring 
some finesse. The English looked with considerable distrust upon 
the transfer of a large share of their tonnage to American finan- 
cial interests, and were apprehensive lest the British merchant 
marine be threatened by the attempt of our capitalists to monopo- 
lize the shipping of the Atlantic. Indeed, so strong was the op- 
position to the “trust” that the British government discouraged 
the Cunard Line from becoming part of it by granting to the 
Company an annual subsidy of $750,000, in addition to the liberal 
mail subsidies already enjoyed. And in order to preserve the in- 
tegrity of the English merchant marine, the government actually 


3 For details see first Annual Report (December 31, 1903). 
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advanced at a nominal rate of interest the money necessary to 
build two of the largest and speediest of the Cunard ships, the 
“Lusitania” and the “Mauretania.”’ These advances matured in 
instalments over a period of twenty years and were essentially 
self-liquidating.* By resorting to the device of the International 
Navigation Company, Ltd., which was a British concern, how- 
ever, the Combine managed to reduce the opposition to a mini- 
mum and succeeded in drawing to it the above-mentioned con- 
cerns, which were attracted by the very favorable terms offered 
by the sponsors of the Marine Company. The shipping trust was 
thus organized toward the end of a period of great prosperity, 
when the earnings of ocean transportation, though still large, 
were already considerably depressed below the abnormal figures 
of 1900. 

Most of the acquisitions in other lines were made by giving 
them a value of ten times their net profits for 1900,5 after setting 
aside a sum for depreciation and insurance. In other words, in 
appraising these companies the assumption was that the extraor- 
dinarily high returns of that year were normal and would con- 
tinue. The properties, stocks, etc., of the White Star, Dominion, 
and Leyland lines were taken over on this basis, and the owners 
of these concerns received from the Marine Company $34,155,900 
in cash, $38,400,000 in preferred stock, and $19,200,000 in com- 
mon.® For the American and Atlantic Transport lines, subject 
to the outstanding 5 per cent bonds of the former, the Combine 
paid $34,158,000 (which seemed to be the appraised value of 
these properties) in the form of $15,844,000 in cash and $18,314,- 
ooo in preferred stock. A bonus of $9,157,000 in common was 
thrown in for good measure. The house of J. P. Morgan and 
Company received for its services in financing the enterprise 
$2,500,000 in preferred and $25,000,000 in common stock. 


4 Contract between the British Government and the Cunard Steamship Company, 
reprinted in Annual Report of the United States Commissioner of Navigation (1903), 
pp. 224-26. 

5 Annual Report of the United States Commissioner of Navigation (1902), Append. 
T, pp. 382-83. 

6 Only a partial interest in the Leyland Line was thus acquired. 
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There are good grounds for believing that such a valuation was 
excessive. Beginning in 1897, there developed a very noticeable 
revival in industrial activity, and by 1899 the entire world was 
experiencing a tremendous business boom, which was reflected in 
rapidly rising profits in practically all industries. In the shipping 
trade, special influences were at work to accentuate this tendency. 
Not only did the widespread industrial prosperity cause a sub- 
stantial expansion in the value of foreign trade, thereby increas- 
ing the demand for the world’s shipping facilities, but the exigen- 
cies of the South African War compelled the British government 
to withdraw approximately 2,000,000 tons of boats from normal 
peace-time channels, which served to curtail the supply of vessels. 
An outbreak of hostilities is always advantageous to shipowners, 
but when the unusual demands of warring nations occur at a 
time when abnormal activities of trade are already taxing the 
available facilities to the limit, a shortage ensues, rates rise, 
and the concerns reap enormous profits. This combination of 
forces was responsible for the unprecedented prosperity enjoyed 
by water carriers in 1900. 

The earnings of the Cunard Line may be cited as more or less 
typical of all steamship companies during this period. In 1897, 
its profits, including forward balance, amounted to £222,475. By 
1898, this figure had increased to £261,691, and the upward 
swing continued in 1899 and 1goo. In the latter year, earnings 
were reported as £553,241, being more than double those of 1897, 
and considerably in excess of the annual profits of each of the 
preceding seventeen years. From this maximum, the income de- 
clined rapidly, being £226,022 in 1901 and £263,617 in 1902, 
when the American trust began its operations.’ Nevertheless, 
most of the acquisitions in other lines were accomplished by giv- 
ing them a capitalization of ten times their net profits for this 
year of maximum and unprecedented earnings. Does the point 
need further emphasis that the action of the promoters of the 
International Mercantile Marine in capitalizing its constituent 
companies upon the basis of the abnormal profits of the single 
year 1900 was exceedingly unwise? 

7 Data from Political Science Quarterly, XTX (1904), 54. 
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The opinion that such a valuation was excessive was expressed 
by the presiding officer in a special meeting of stockholders called 
to consider the sale of the Leyland Line to the Morgan interests. 
Mr. M. W. Mattinson speaking: 

. . . . Whether this offer of £14 10s. per share is a good offer or a bad one 
depends upon the view you take of this question—whether you think the 
great profits of the last year or two are likely to be maintained, .. . . Speak- 
ing only for myself, I think that that man would be a very rash person who 
capitalized the value of his shares upon the results of a single year’s trading 
and that particular year [1900] one which, owing to exceptional circum- 
stances, was a record year in a trade invariably subject to many vicissitudes. 

And the chairman of the Board added: 

The outlook for freights for the near future is . . . . an uncertain one. We 
have had prosperous times, and I feel that the near future may bring, at all 
events for a time, a reflex of bad times. .. . . 
No wonder practically all the ordinary shareholders decided to 
accept the Morgan offer! 

Subsequent events proved that the Leyland stockholders made 
no mistake in parting with their holdings on this basis. Beginning 
in 1go1, the shipping trade began to experience a slackening of 
demand which, combined with the low rates made necessary by 
severe competition, was responsible for reduced earnings. As a 
result, the Leyland Line stopped the payment of dividends on the 
ordinary shares in 1901 and did likewise with the preference 
shares in 1903. These were not to be resumed again until 1913, 
when the holders of preference shares began to receive payment 
on account of arrears. How well the Marine Company fared in 
this transaction can be judged from the fact that $11,736,000 in 
cash was paid for its interest in the Leyland Line from which it 
received, during a period of about ten years, no return whatever. 

And yet the Leyland Company cannot be said to have been the 
least favorably acquired concern. On the whole, the other lines 
were obtained no more advantageously. The White Star Line, for 
example, similarly evaluated on a 10 per cent basis, was purchased 
for approximately $53,400,000 in cash and securities. This signi- 
fied that each shareholder received for each dollar’s worth of se- 


8 From Fairplay, reprinted in Annual Report of the United States Commissioner 
of Navigation (1901), p. 319. 
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curities surrendered more than $14 in cash and stock in return. 
In brief, an issued and outstanding capital of the Marine Com- 
pany in excess of $170,000,000 was used to acquire properties 
whose capitalization and bonded indebtedness equaled consider- 
ably less than one-half that sum. 

When, in the fall of 1902, the International Mercantile Marine 
Company began operations, it had an authorized issue of $75,- 
000,000 43 per cent bonds, $20,000,000 5 per cent bonds, $60,000,- 
ooo preferred stock, and $60,000,000 common stock. The major 
part of these securities was outstanding. If the imposing nature 
of the financial structure is taken as a guide to its probable future 
prosperity, the Combine gave promise of being one of the most 
notable successes of the twentieth century. Unfortunately, the 
very magnitude of the undertaking proved to be its undoing. 
The very great increase in the bonded indebtedness which resulted 
from the consolidation of independent companies brought with 
it a correspondingly large increase in fixed charges. Whereas the 
sum of obligatory interest payments was approximately $1,000,- 
ooo for the constituent concerns prior to the amalgamation, the 
Marine Company, during its first year, was called upon to meet 
fixed charges amounting to $3,645,226.° The magnitude of this 
capitalization was not peculiar to the shipping trust. It was 
quite generally typical of the entire promotion era, during which 
combinations were created apparently without the slightest re- 
gard for sound corporate practice. In this period were sown the 
seeds of instability; the harvest was reaped later in the form of 
widespread financial distress, reorganizations, and outright 
failures. 

At the time of the consolidation in 1902, various estimates were 
made as to the probable earning-power of the combined proper- 
ties. During the five years prior to the amalgamation, the com- 
ponent companies averaged net earnings of $6,519,071 per an- 
num," but with the new and favorable contracts, and the ad- 
vantages of combination, it was confidently asserted that the net 

9 Annual Report (December 31, 1903), p. 11. 


‘© bid. This sum is before deducting depreciation but after eliminating any un- 
usual income from government charters. 
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income would average more than $11,000,000 per year." This, it 
was claimed, would be sufficient to pay all charges and preferred 
dividends, and leave a balance of 3 per cent for the common stock. 
These predictions of great savings, which were expected to result 
from the harmonious co-operation of the several competing lines 
under a single management, failed to materialize.* What the 
Combine actually accomplished from the time of its formation to 
the reorganization of the Company in 1916 is shown in Table I. 

It will be observed that the Marine Company failed by a very 
considerable margin to earn its fixed charges in the years 1904 
and 1908. And had adequate allowance been made for deprecia- 
tion in each year, the income available for this purpose would 
have been insufficient in at least five of the fourteen years. In 
1903, 1904, 1908, and 1909 the Combine provided nothing what- 
ever for depreciation. Nor was it in a position to do so, however 
desirable that may have been. Correct accounting practice re- 
quires charges against this item over a period of years in amount 
sufficient to replace the vessels when they are no longer fit for 
service. On this basis the Marine Company should have made an 
allowance of approximately $4.00 per ton per annum, or about 
5 per cent per year on the original cost of the steamships." The 
actual sums set aside for this purpose, however, averaged $2.68 
per ton, a figure substantially below the dictates of conservative 
policy. If the fixed charges be deducted from net earnings, it will 
be found that the combined income of the constituent companies 
during the pre-war period lacked $15,650,475 of the sum necessary 

" Letter issued by John Moody, August 29, 1912. This amount was based upon 
analysis of the Company appearing in the Wall Street Journal, October 28, 1903. 
E. S. Meade (Political Science Quarterly, XTX, 52) mentions the Wall Street Journal 
as the source of estimated earnings in excess of $16,000,000. Professor Dewing’s 
calculations employ this larger sum. See the following footnote for reference to his 
article. 

See article by Professor Dewing in Quarterly Journal of Economics, November, 
1921, for statistical demonstration of this fact. 


3 This conservative practice is usually followed by the other great transatlantic 
lines. Refer, for example, to statistics of the Hamburg-American Line, Table II, 
p. 277. It is interesting in this connection to recall that depreciation of 6 per cent on 
the book value of the steamers was deducted from the income of the White Star 
Line before arriving at the net profits on which the valuation was based. 
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to meet the depreciation allowance on the steamships, calculated 
on the reduced basis of $3.50 per ton. If the abnormal profits of 
the war years 1915 and 1916 be included in the computation, 
there remains for the preferred stock an annual balance of ap- 
proximately $1,463,000, or less than $3.00 per year for each share. 
This, it will be noted, is less than half the dividend requirement 
on these shares. 

The inherent defects of the financial structure of the Interna- 
tional Mercantile Marine Company are brought strikingly to at- 
tention when a comparison is made with the Hamburg-American 
Line, an organization approximately the size of the Marine con- 
cern. Table II gives comparable data for this company. 

Confining our attention to the period 1903-13, in the case of 
both concerns, it is obvious that the average net profits per ton 
of the Hamburg-American Line exceed by more than 50 per cent 
those of the Marine Company. This in spite of the fact that de- 
preciation charges are, on the whole, sufficient in the former com- 
pany and woefully inadequate in the latter. Moreover, the Ham- 
burg-American Line was careful during these years to maintain 
suitable reserve funds with which to meet the unpredictable, but 
nevertheless inevitable, contingencies of the shipping trade. The 
Mercantile Marine, on the other hand, neglected almost complete- 
ly to provide such protection. The relative success of the two 
corporations can be partially gauged from the figures for net earn- 
ings. Whereas the net income of the American company in- 
creased from four to nine and one-half millions of dollars, those 
of the foreign concern mounted from five to fifteen millions. The 
latter was able to carry a considerable balance to surplus during 
this period; the Marine Company showed an average annual 
deficit of $291,131. 

For our purposes, the most interesting aspect of this comparison 
is found in the figures giving the fixed charges per ton of vessel for 
the two companies. No other single item in all the statistics for 
both lines gives such a striking demonstration of the financial 
compactness of one and looseness of the other. For the American 


4 Refer to the intermittent reports of this company in Moody’s manuals for a 
description of these reserve funds. 
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concern, the fixed charges per ton average $3.64 during this period; 
for the foreign line, the comparable figure is $0.79. This factor 
alone accounts for the difference of more than $2,000,000 annually 
in the profits of the two competitors, to the disadvantage of the 
American shipping trust. Herein is contained a large part of the 
explanation of the fact that the Marine Company reported an 
average annual deficit of $291,131 for the eleven-year period un- 
der review, and a substantially larger average annual deficit of 
$995,577 at the end of the first six years of the trust’s existence. 
And if adequate charges for depreciation were written off during 
these two periods, the showing would have been far worse. 

That the Combine failed to effect the economies so confidently 
predicted prior to the consolidation is evident from a study of the 
data in Table I, which give operating ratios of the Marine Com- 
pany. Almost without exception, the ratio of expenses to gross 
has been too high. This figure has never, barring two abnormal 
years, fallen below 78, and in 1908 rose to 97 per cent. The aver- 
age for the entire period was 80.8 per cent. It should be around 
75 per cent. Here, again, it must be remembered that the failure 
to write off adequate sums for depreciation kept this ratio from 
being even higher. 

The International Mercantile Marine Company was organized 
by men of unquestioned capacity. Its board of directors con- 
tained the names of the leaders in banking and shipping circles." 
The management was good and its financial sponsorship was ex- 
cellent. And yet the Company was an outstanding failure. How 
account for it? 

The primary weakness of the combination from its very incep- 
tion has been that it has been subject to the keenest kind of com- 
petition. This is exactly the reverse of what the promoters of the 
organization had planned. Perhaps the leading incentive toward 
the consolidation of these lines was the hope that the elimination 
of rivalry between them would enable the Combine to reap the 
benefits of monopoly. Indeed, when it was first formed, it was 

Ss These were C. A. Griscom, P. A. B. Widener, B. N. Baker, J. I. Waterbury, 
G. W. Perkins, E. J. Berwind, J. H. Hyde, C. Steele, Right Hon. W. J. Pirrie, J. B. 
Ismay, Sir C. E. Dawkins, H. Wilding, C. F. Torrey. 
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quite generally expected that its career would be similar to that 
of some of the other successful amalgamations consummated dur- 
ing that period by the firm of J. P. Morgan and Company. Un- 
fortunately, however, the steamship business, unlike the business 
of steel manufacture or the aluminum industry, cannot readily 
be exempted from open competition, either in whole or in part, 
for any considerable interval of time. 

Attempts to monopolize the shipping trade have been legion, 
but always without permanent success. Unlike the roadbed of a 
railroad, the ocean is free to all who care to use it, and dockage 
facilities are usually. available to all ships on virtually equal terms. 
The circumstances of the business are such that if two or more 
rivals happen to be in one port at the same time, they will go to 
almost any lengths in bidding for traffic at reduced rates to avoid 
a return trip in ballast." Under such conditions, effective monop- 
olization of the shipping industry is well-nigh impossible. The 
consequences of this are that rates fluctuate erratically and earn- 
ings are bound to be highly irregular.’ The reflection of these 
facts is found in such statements as the following, which are con- 
tained in practically every annual report issued by the Marine 
Company from 1903 to 1913: 

The profound depression in freights on the North Atlantic... . con- 
tinued during 1904 and resulted in serious losses to all of your Company’s 
lines, and particularly those which rely chiefly upon freight traffic for their 
revenue. .... Unfortunately the absolute demoralization of passenger rates 
which prevailed during the year seriously affected the earnings of your Com- 
pany in common with those of all the companies engaged in the North At- 


lantic passenger trade."* 


Far from succeeding in acquiring an absolute hold on the ship- 
ping trade across the Atlantic, the Combine failed to attract to 


6 The principles of increasing returns and joint costs operate with extraordinary 
force in the steamship business. Within rather wide limits, therefore, it pays to carry 
freight and passengers at very low rates rather than forego the business entirely. 

17 For a demonstration of this fact see Meade, op. cit., p. 50. Reference to Table I, 
p. 10, of this paper will show how wide was the fluctuation of profits of the Inter- 
national Mercantile Marine Company. 

8 These quotations are reproduced from the Annual Report (December 31, 1904), 
pp. 6-7. 
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itself an essential element of the tonnage engaged in that traffic 
at the time of its organization. The Hamburg-American and the 
North German Lloyd lines refused to permit the purchase of their 
stock by the American financiers, thereby thwarting the type of 
control that Morgan had sought. In an attempt to gain indirectly 
the ends which it had hoped to accomplish through purchase, the 
trust resorted to an agreement with these German lines to share 
territories.” But experience proved that this contract was on the 
whole decidedly undesirable for the Marine Company, which 
gladly exercised its right to withdraw in 1912. Needless to say, 
this and other compacts failed to achieve the practical control 
which the trust had contemplated. On the contrary, national as- 
pirations intensified the competition, and the resulting rate wars 
served continuously to harass the shipping trust. 

Aside from the prospect of reduced competition, the promoters 
of the Great Atlantic Combine had hoped that their acquisition of 
a large amount of foreign tonnage would overcome the previous 
inaction of Congress and the indifference of the people to the 
point where the United States government would grant liberal 
subsidies to aid the expansion of an American merchant marine. 
The project of subventions had been earnestly discussed and had 
assumed a very tangible form when the trust was organized.” But 
substantial aid from this source was not forthcoming. While the 
failure to receive the anticipated subsidies was not responsible 
for the financial difficulties of the Marine Company, its distress 
was thereby increased. 

The time chosen by the promoters of the International Mercan- 
tile Marine Company for the floating of this enterprise was unfor- 
tunate from the point of view of its probable success. In the intro- 
duction to this paper attention was directed to the situation in 
those years. It is sufficient at this point to recall that the ex- 
traordinary prosperity had apparently reached its peak and there 
were good grounds for believing that the immediate future was 


9 Tbid. (1902), pp. 395-99. 
» For details of the ship-subsidy bill which passed the Senate, March 17, 1902, 
see ibid., Append. P, pp. 323-26. This bill, however, failed of final enactment. 
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doubtful. Indeed, the earnings of other shipping concerns had al- 
ready declined sharply from the heights of 1900, and, with the 
close of the Boer War, the British government hastened to release 
the ships which it had previously withdrawn from service, making 
matters still worse. Whereas in 1g00 the combination of pros- 
perous trade and reduced tonnage was responsible for the rapid 
and extraordinary rise in income, a reversal of these factors 
brought great uncertainty to the steamship business. Neverthe- 
less, the major share of the purchase of the component concerns 
of the shipping trust, it will be remembered, was made on the as- 
sumption that the profits of 1900 were normal and permanent 
rather than exceptional and temporary. 

On this basis of evaluating the constituent companies, secu- 
rities in excess of $170,000,000 were issued by the International 
Mercantile Marine Company. Not only was the amount of this 
capitalization excessive, but the arrangement of the financial 
structure was open to serious criticism. How troublesome a bur- 
den the heavy fixed charges have proved has already been indi- 
cated. In addition, the trust took upon itself the liability of an 
annual cumulative contingent charge of approximately $3,000,000 
in the form of dividends upon the preferred stock. In view of the 
highly uncertain and irregular character of the earnings in the 
shipping trade, this mistake was perhaps as serious as that of over- 
capitalization, for it precluded a conservative administration of 
the finances of the combination. In the absence of earnings suffi- 
cient to pay dividends on the preferred stock, the cumulative re- 
quirement of these shares involved an accrual of deferred claims 
which greatly depressed the market value of the securities and 
seriously impaired the Company’s credit. 

In the light of these facts, it is not surprising that the Marine 
Company was unable to pay any dividends at all on its preferred 
stock and was eventually compelled to default in the payment of 
interest on both of its bond issues. By 1915 there were 78 per cent 
of accrued dividends on the preferred shares, and long before it 
was announced that the Company would default on its collateral 
43's, it was recognized that the trust would have to resort to a 
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reorganization of its finances, if it was to continue as a going con- 
cern.” It was clear that, with its enormous capitalization requir- 
ing heavy fixed and contingent payments, the Company was so 
flagrantly overcapitalized that it was literally water-logged. 

Neither the value of the properties nor the total volume of 
annual business seemed to warrant the tremendous amount of in- 
debtedness. Furthermore, the valuations placed on the assets of 
subsidiaries at the time of organization were out of proportion to 
the earning-power of those lines at the time. The International 
Navigation Company, for example, organized in 1893, was unable 
to pay more than a sum total of 6 per cent in dividends on its pre- 
ferred shares to 1902. The common, of course, received nothing.” 
It has already been noted how unfortunate the Company’s in- 
vestment in the Leyland Line proved to be from 1902 to 1913. 
Though the remaining constituents were free from bonded debt 
and each enjoyed a fair degree of prosperity, the parent-company, 
at the time of organization, issued $50,000,000 43 per cent bonds, 
requiring annual interest charges of $2,250,000, thus depleting the 
combined profits of the consolidated concerns by that amount. 
Since then, in 1908, the White Star Line sold £1,250,000 43 per 
cent debentures, curtailing its dividends payable to the Marine 
Company by the amount of annual interest on these bonds. The 
wonder, therefore, is not that the Combine encountered financial 
difficulties, but rather that it was able to postpone the day of 
reckoning as long as it did. 


[To be concluded] 


2 As early as 1904, Meade (0p. cil., pp. 50-65) recognized the overwhelming difii- 
culties confronting the Combine, and predicted that a readjustment would be nec- 
essary. 

2 President’s letter to the stockholders, dated August 4, 1927. 








THE FEDERAL COURTS AND ORGANIZED LABOR 
Ill. SINCE THE CLAYTON ACT—Continued 
YELLOW-DOG CONTRACTS AND THE NORRIS-LA GUARDIA 
ANTI-INJUNCTION ACT OF 1932” 

JAY FINLEY CHRIST» 


LMOST at the outset of the period since the adoption of 
the Clayton Act, we come upon the decision of the Su- 
preme Court in Hitchman Coal and Coke Co. v. Mitchell.” 

Although this case was inherited from an earlier period, and in 
spite of the fact that the law involved in the decision was not af- 
fected by the Clayton Act, the Hitchman case has been reserved 
for treatment with other cases of the later period. This seems de- 
sirable because several other decisions rest upon the Hitchman 
decision, and also because of the significant fact that the Hitch- 
man decision aroused anew the resentment of organized labor 
against the use of the yellow-dog contract, and against the state 
of the law which helped to make the use of those contracts a 
menace to the growth of some labor organizations. 


7% This is the first of a group of articles discussing the labor cases which arose in 
the federal courts, since the adoption of the Clayton Act and upon private petitions 
for injunctions. 

Originally, it was intended to discuss the cases involving private petitions for 
injunctions upon a classification indicated upon p. 104 of this Journal, Vol. V; but 
further consideration discloses the desirability of the adoption of a different at- 
tack. 

It is the present plan to discuss the yellow-dog-contract cases, the picketing 
cases, the boycott cases, jurisdictional-disputes cases, certain miscellaneous in- 
junction cases, and the contempt cases. The present article includes a discussion of 
the effects of the Norris-LaGuardia Anti-Injunction Act (hereinafter called the 
Norris Act in the interest of brevity) upon the use of the yellow-dog contract. The 
probable effects of this Act upon the law of picketing, boycotts, and the like will 
be discussed subsequently, in such connections as involve no more repetition than 
seems absolutely necessary. 

79 Assistant professor of business law in the School of Business of the University 
of Chicago. 

8 (1917) Case No. 86, Appendix, this Journal, V (January, 1932), 68 ff. 
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In 1906, after a succession of labor troubles in the mining fields 
of West Virginia and in the Hitchman Company’s mines in par- 
ticular, the employees of that company were on strike. The strike 
was not successful, and some of the men asked to be allowed to 
return to work. The Hitchman company re-employed many of 
these men; but as a condition to such employment and as a con- 
dition, too, to the employment of other men, the company re- 
quired every employee to agree that he would neither join the 
miners’ union nor remain a member of it while in the company’s 
employ, and, further, that if he should join the union he would 
not thereafter remain in the company’s employ. The mine was 
thereafter operated as a non-union closed shop; and as a result 
the mine-worker’s union—the International Organization of 
United Mine Workers of America—was somewhat weakened in 
other fields and in other states. 

The officers of the United Mine Workers attempted to induce 
the Hitchman Company to organize its mine and to operate as a 
union mine; and when they were unsuccessful, the defendants, 
officers of the union, with knowledge of the terms on which the 
company’s men had been employed, attempted to induce the 
company’s men to agree that they (the men) would join the un- 
ion, that they would keep secret the fact that they had so agreed, 
and that they would remain at work until the organization was 
strong enough to warrant a strike at the Hitchman mine. Some 
of the defendants employed abusive and fraudulent, or at least 
deceptive, practices; and they did induce one hundred and twen- 
ty-five men to enter into an agreement in the terms described 
above. Defendants were about to call upon the men to perform 
their agreement to join in a strike, when the company petitioned 
for an injunction to restrain this interference of defendants with 
complainant’s employment relations. 

The first report of the case in the federal courts is an opinion 
of the Circuit Court, upon a motion to dissolve a preliminary in- 
junction® so far as the injunction restrained defendants from us- 
ing peaceful and non-fraudulent argument and persuasion, tend- 
ing to induce complainant’s employees to join the union secretly 


& The injunction was issued on May 26, 1908, and not reported. 











THE FEDERAL COURTS AND ORGANIZED LABOR 285 


and remain at work until the time to strike was ripe. This motion 

to dissolve was denied upon the ground that defendants were in- 

terfering with contracts of employment which defendants knew 
to exist, and that such interference with contractual relations is 
enjoinable. 

The injunction was afterward made permanent by the Dis- 
trict Court. This court took the view that it was the object of the 
defendants to organize the West Virginia field, so that they could 
call strikes there in order to raise wages elsewhere, or, as an alter- 
native, so that they could close the West Virginia mines in order 
to keep them out of competition with mines outside the state. 
Since this was the union’s object, said the court, the union was 
an unlawful organization and its procedures were monopolistic 
and of the nature of a conspiracy. Therefore, the union “has no 
right to seek plaintiff’s employees to become members thereof or 
become party to its unlawful purposes and practices.’ 

The Hitchman case was pending in the federal courts from 
1908 until late in 1918, and it appears, in several stages, at eight 
different places in the reports. The significant decision is that of 
the Supreme Court in 1917,*3 in which the original injunction was 
modified and affirmed. In its opinion, the Supreme Court made 
the following points: 

1. The United Mine Workers’ organization is not an unlawful conspiracy. 

2. The employment agreement used by the Hitchman Company is a lawful 

agreement of employment at will. 

. An employment agreement at will is entitled to protection to restrain 
interference with its performance, when third parties have knowledge of 
the agreement and have no legal justification for interference, even though 
the agreement is not enforcible between the parties and even though the 
employees of the Hitchman Company might lawfully strike in violation 
of such an agreement. 

4. Defendants knew of the agreement and induced the men to violate it. 

5. Defendants were not justified by their interests in the union elsewhere. 

6. Therefore, the injunction should restrain: 

a) Attempts to unionize the mine, by means either ‘“‘peaceful” or non- 

peaceful." 

82 (1912) 202 Fed. 512, at p. 557. 83 245 U.S. 229, Case No. 86. 

81 How far the decision rested upon the deceitful character of the “means,” one 
cannot say. The court in a later case said that the “unlawful and deceitful means’”’ 
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b) Attempts to induce employees (whether under such an agreement or 
not) to leave complainant’s employ because the mine was non-union. 
7. The injunction is binding upon those who were served and/or those who 
appeared to answer the petition in the bill. 
Justices Holmes and Clark concurred in a dissenting opinion, 
which was written by Mr. Justice Brandeis and which made the 
following points: 
1. The union is a lawful organization, both at common law and under the 
anti-trust laws. 
2. Complainants did not show a conspiracy to shut down the West Virginia 
mining fields. 
3. The acts done offered plaintiff a choice: he could unionize the mine or 
lose the employees. 
4. There was no attempt to induce men to violate a contract, because: 
a) It was a contract at will and not enforcible. 
b) The men were free to join and leave plaintifi’s employ. 
c) Defendants merely induced men to promise to join and leave. 
. This inducement of the men to agree to do what they had a lawful right 
to do was justified by the purpose of benefiting the union generally. 
6. No violence or threats were used. 

The principal issues of the Hitchman case, admitted that de- 
fendants had knowledge of the conditions of employment, are: 
(a) Is a party to a contract of employment at will entitled to in- 
junctive relief to restrain interference with such contract by third 
persons, who have no legal justification, and who employ peaceful 
and non-fraudulent means? (b) Did defendants attempt to induce 
plaintifi’s employees to violate a contract of employment at will? 
(c) Did the defendants have legal justification for their inter- 
ference? 

Point 4, subdivision (a), of the dissenting opinion denies the 
existence of a contract, since the employment was at will, so that 
issue (a) (above) would not apply; but it is generally admitted, 
as the majority opinion states, that “the right of action for per- 
suading an employee to leave his employer is universally recog- 
nized—nowhere more clearly than in West Virginia—and it rests 
upon fundamental principles of general application.” It is also 


WwW 


used might alone have supported the decision. See American Steel Foundries v. 
Tri-Cities Trades Council (1921), 257 U.S. 184, Case No. 104a, Appendix, which 
will be discussed in a later article in this series. 
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well established that the right of action here does not rest upon 
the existence of a contract, in the strict sense; it rests upon the 
employment relation—even at will—and the “good-will” therein 
involved.*s 

The dissenting opinion then points out that under the agree- 
ment the employees were free to join the union and leave the 
complainant’s employ. From this the conclusion is drawn that 
when defendants induced the men to agree to join the union and 
then leave the employer, the defendants merely induced the men 
to agree to do what the men were lawfully entitled to do; and, 
therefore, that the inducement was not unlawful. It is true, of 
course, that the letter of the agreement of employment was not 
violated by the men nor interfered with by defendants. The ma- 
jority opinion, however, points out that the men agreed that as 
soon as a sufficient number had made the same agreement they, 
too, would join the union and take part in a strike. This, for 
practical purposes, is “joining the union,” though perhaps not 
literally so. These men had in fact joined forces with the union 
“by uniting with the union in a plan to subvert the system of em- 
ployment at the Hitchman mine, to which they had voluntarily 
agreed, and upon which their employer and their fellow employees 
were relying.’ Here, again, the majority opinion seems clearly 
to have the better of the argument, so far as established law is 


8s This proposition is applied in Alco-Zander Co. v. Clothing Workers, infra, 
p. 290. Authorities supporting this view in New York are collected and discussed 
by the late Professor E. W. Huficutt, in Harvard Law Review, XX (April, 1905), 
423-43. Further citation does not seem to be necessary to establish the point. 

Another aspect of the protection of good-will is found in some of the boycott 
cases. In particular see Casey v. Cinci. Typo. Union (1891), 45 Fed. 135, this Jour- 
nal, III (1930), 224, and Old Dominion Co. v. McKenna (1887), 30 Fed. 48, ibid., 
p. 227. The principle is applied in those cases to customer rather than to employ- 
ment relations; but it is essentially the same principle as that which is applied in the 
Alco-Zander case. 

A third kind of application of the same principle is found in cases in which picket- 
ing has been enjoined so far as it consists of “knowingly and willingly persuading 

. employees . . to leave complainant’s service.”’ See Charleston Dry Dock & 

Machine Co. v. O’ Rourke et al. (1921), 274 Fed. 811, Case No. 131, Appendix. This 
case will be discussed in the next article, along with the other common-law picketing 
cases. 


8 (1917) 245 U.S. 229, 38 Sup. Ct. 65, at p. 74. 








288 THE JOURNAL OF BUSINESS 


concerned. It can scarcely be doubted that the first two issues 
are answered, by established law, in the affirmative. 

The operative issue in the case, however, is the third one: Was 
there legal justification for defendant’s acts, so far as those acts 
were “peaceful” and “‘non-fraudulent’’? As to this question there 
was no conclusive, categorical, and authoritative answer in the 
decisions of the court or upon the statute-books prior to the de- 
cision of the Supreme Court in the Hitchman case. The question 
is essentially one of policy: Should analogies drawn from the law 
governing other kinds of contracts at will be held applicable to the 
yellow-dog contract of employment at will? And, if so, shall it be 
said that a desire to strengthen the union in another territory and 
(indirectly) perhaps to benefit the workers in the Hitchman mine 
affords legal justification for interference with such relations in 
West Virginia? To the first question of policy the Supreme Court 
answered ‘“‘Yes”’; and to the second it answered “‘No.” The policy, 
having been announced by the Supreme Court, becomes the law 
of the United States until it shall be overruled by the Supreme 
Court or overturned by an act of Congress (or by a state statute 
of appropriate scope). 

Following the Hitchman case and adopting the law there laid 
down were two reported cases of significance. One of them was 
Bitiner et al. v. West Virginia—Pittsburgh Coal Co.,*" in which the 
Circuit Court of Appeals affirmed an injunction in precisely the 
language of the Hitchman injunction; but the court in the Bittner 
case added to its decree the following paragraph: 


Provided, that nothing herein contained shall be construed to forbid the 
advocacy of union membership, in public speeches or by the publication of 
circulars or arguments, when such speeches or arguments are free from threats 
or other devices to intimidate, and from attempts to persuade complainant's 
employees, or any of them, to violate their contracts with it. 


The other case was the Red Jacket Coal Company case,** which 
has since become famous because it was the case in which Judge 


87 (1926) Case No. 199, Appendix. See n. go and n. 102 infra. This case must not 
be confused with another of the same title, Case No. 97, discussed in this Journal, 
III (October, 1930), 462, n. 141. 

88 (1927) Case No. 151, Appendix. The decision affected the following cases: 
Nos. 142, 143, 145, 146, 147, 148, 149, 150, in Appendix, and four other cases not 
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Parker upheld an injunction which restrained interference with a 
yellow-dog contract. The facts of the Red Jacket case were quite 
similar to those of the Hitchman case; and, although jurisdiction 
was taken under the Sherman Anti-Trust Act instead of at com- 
mon law as in the Hitchman case, Judge Parker’s decision was no 
more or less than a performance of his clear duty to apply the 
law as laid down by the Supreme Court in the Hitchman case.” 
The Red Jacket decision, however, was the principal basis of 
organized labor’s objection to the elevation of Judge Parker to the 
Supreme Court in 1930. It was urged that if Judge Parker had 
really objected to the state of the law which made his decision 
necessary, he would have voiced a protest in his official opinion, 
and that since he did not do so it is a necessary inference that he 
was an enemy of organized labor!” 


elsewhere reported. Case No. 144, Appendix, was not appealed, although it was the 
same kind of case and grew out of the same situation as the others mentioned in this 
paragraph. 

89 The Red Jacket decision also held that the Clayton Act did not forbid the 
issuance of an injunction in such a case, because it was not a suit between employer 
and employees, but one between a complainant and the officers of a union, the mem- 
bers of which were not and never had been employed by complainant. 

This follows the decision of the Supreme Court in Duplex Printing Co. v. Deering 
(1921), 254 U.S. 443, which will be discussed in a later paper. We are not at present 
interested in this phase of the Red Jacket case. 

% Judge Parker was a member of the Circuit Court of Appeals which attached 
the modifying paragraph to the decree in the Bittner case, discussed supra (see 
n. 87). 

It is of interest to compare the case of Judge Parker with that of Judge Wilker- 
son, nominated for appointment to the United States Circuit Court of Appeals in 
December, 1931. Organized labor has objected to this appointment, basing its 
objections largely upon two injunction decisions, which, in the language of Senator 
Borah (chairman of the subcommittee of the Committee on the Judiciary), ‘seem 
to me to justly deserve criticism, one in particular.”’ Judge Wilkerson’s decision in 
the “particular” case did not follow accepted law (see this Journal, April, 1932, p. 
103); yet his nomination has been reported favorably to the Committee on the 
Judiciary (Senator Borah voting in the affirmative), and although as this paper goes 
to press late in June no action has been taken by the Senate, it now seems not un- 
likely that the nomination will be confirmed when the Senate convenes in December. 
Judge Parker, on the other hand, followed the law, the objections of organized labor 
to his elevation were not well founded in law, and yet his appointment was rejected. 
Perhaps the power of organized labor has waned, either actually or relatively to other 


pressures. 
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The latest reported federal case which involved yellow-dog con- 
tracts was Alco-Zander Co. v. Amalgamated Clothing Workers of 
America.” In the New York market, the clothing workers were 
organized. In the Philadelphia market, they were not organized; 
some employers in the industry in Philadelphia made use of yel- 
low-dog contracts and some did not. There was no active dis- 
pute in Philadelphia when, in order to “protect” the wage scale 
and the organization in New York, the union called some strikes 
in Philadelphia, and thereby caused considerable trouble there. 
Complainants asked an injunction, both at common law and un- 
der the Sherman Act. 

Upon common-law principles, injunction was granted, on the 
ground that it is unlawful for third persons to attempt to induce 
persons to leave their employment, even though they are em- 
ployed at will, whether or not yellow-dog contracts exist, and 
whether or not such contracts are known to exist if they do exist, 
unless a direct interest justifies such interference with the em- 
ployment relation. This same principle underlay the Hitchman 
decision, where, as we have seen, there was a question of policy 
as to whether or not this general principle should be applied to the 
yellow-dog-contract case. But since the existence of a yellow-dog 
contract was held immaterial, and since knowledge or lack of 
knowledge of the existence of such a contract was also held im- 
material, the doctrine of the Alco-Zander case is even broader than 
that of the Hitchman decision. In addition, it was said in the 
Alco-Zander case that the general interest of the union in the 
welfare of the men and in the wage levels of the New York market 
did not justify the interference of the union in the non-union 
Philadelphia market. 

An injunction was granted upon the additional ground that 
there was a manifest intent to stop production in Philadelphia 
for the purpose of cutting it out of competition in interstate com- 
merce with the New York market, and that this was obviously a 
violation of the provisions of the Sherman Act.” No distinction 


% (1929), Case No. 218. Appendix. 


% The Alco-Zander case was never appealed. 
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was made between peaceful and non-peaceful interference with 
the employment relation. 

These cases, together with some others not sufficiently impor- 
tant to justify separate discussion,” established, at the very least, 
the principle that the federal courts will enjoin attempts upon the 
part of union organizers to induce employees to join unions in vio- 
lations of yellow-dog contracts; and the cases make it fairly clear 


93 In Hill v. Eagle Glass Mfg. Co. (1917), Case No. 100, Appendix, there was prac- 
tically the same situation as that in the Hitchman case. 

In Montgomery et al. v. Pacific Elec. Co. (1919), Case No. 114, Appendix, we have 
the same thing again, as well as a decision that the Clayton Act does not forbid the 
issuance of injunctions in such cases, since there is no case “between employer and 
employees”: it is one between an employer and a union, or officers of a union, the 
members of which are not employed by complainant. No distinction is made be- 
tween peaceful and non-peaceful interference. 

In Kinloch Telephone Co. v. Electrical Workers (1920), Case No. 123, Appendix, an 
injunction restrained peaceful attempts to unionize complainant’s plant in violation 
of an unexpired open-shop agreement. Here, too, the Clayton Act was held not to 
apply, the court following the Duplex Printing Co. case (1917, discussed elsewhere), 
as did the court in the Montgomery case (supra). 

Nolan v. Farmington Shoe Mfg. Co. (1928), Case No. 212, Appendix, raised some 
novel issues with respect to the yellow-dog contract. The case had little, if any, 
bearing upon the issues of the Hitchman case; but it will prove of considerable in- 
terest when we discuss, infra, the effect of the Norris Anti-Injunction Act upon the 
state of the law in this connection. 

The employees of the shoe-manufacturing company had agreed with the union 
that they would not make contracts of employment which would require them not 
to become or remain members of the union. The company, knowing of this agree- 
ment, compelled each employee, upon taking his job, to agree that he would not 
do anything to change the status of other employees or to make the factory anything 
but an open shop. There was a bill to restrain the employer from compelling the 
employees to choose between losing their employment and signing the employer’s 
agreement. This petition of the employees was based upon an allegation that the 
employees’ agreement among themselves was a contract, that the employer’s agree- 
ment was an interference with it, and that this interference was unlawful. 

The bill was dismissed. The court pointed out that the agreement of the em- 
ployer did not ask the men to leave the union, nor did it ask them to agree not to 
become or remain union members. It did not, therefore, compel the men to choose 
between the employer’s agreement and a violation of their agreement among them- 
selves, on the one hand, and loss of their jobs, on the other hand. The employer’s 
agreement merely compelled the men to agree not to strike against the employer 
for a closed shop. 

This type of agreement effectively evades the use of the Hitchman case against 
the employer; it cuts off the strike for a closed shop just as effectively as would a 
yellow-dog contract; but it does not avoid strikes for better hours, wages, and the 


like. 
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—it is almost certain—that they will enjoin attempts to unionize 
an open-shop territory, even in the absence of a yellow-dog con- 
tract, whenever such attempts take the form of “unlawful” or 
“unjustified” interference with relations of employment known to 
exist.* The law in this respect is considerably broader than the 
yellow-dog contract. The attention of organized labor has not 
been turned toward the broader doctrines, however, but has been 
confined to the problems presented by the use of the yellow-dog 
contract. 

During more than forty years organized labor has been trying 
to induce Congress to outlaw this device, which has been a real 
menace to the development of unions in certain industries. The 
first attempt of Congress in this behalf has been discussed else- 
where.*> When that early measure was held invalid by the Su- 


94 In this connection there is some interest in the injunction of Judge Anderson in 
Borderland Coal Co. v. United Mine Workers (1921), Cases Nos. 133 and 133a, 
Appendix. The mine-workers, in attempting to unionize the West Virginia coal 
fields, made use of armed forces and employed the check-off system of collecting 
dues in other fields to enable them to finance the activity in West Virginia. In a 
proceeding for a preliminary injunction, Judge Anderson was willing to grant de- 
fendants a stay of thirty days for preparation of the case, provided President Lewis 
of the Mine Workers would more or less informally agree to maintain the status quo. 
This Lewis declined to do. The preliminary injunction was issued, restraining not 
only the use of armed force and other violence, but also the use of the check-off, the 
payment of money to strikers, and ail other acts done in furtherance of the “con- 
spiracy” to violate the Sherman Act. 

On appeal, the Circuit Court of Appeals remanded the decree for modification. 
The court said that attempts to unionize the mines were not necessarily violations 
of the Sherman Act, that they were not per se unlawful, that the check-off system 
is not always enjoinable. It was held that the decree should have been confined to 
complainant and his mine; and that it should not have restrained the use of the 
check-off in other mines, or the sending of union funds into West Virginia for the 
support of the work there. 

This is not a specific exception to the statement made in the text supra; but it 
might furnish some basis for a contrary view, since the Borderland decision made 
no point of any distinction between interference with employment when there is a 
contract and employment relations generally. It might be used as authority for the 
view that peaceful attempts to induce employees to leave employment, in the ab- 
sence of violation of specific contracts of employment, known to exist, are not en- 
joinable. This would be contrary to the implications of the Alco-Zander decision. 


95 Sec. 10 of the Erdman Act (1898) declared that carriers engaged in interstate 
commerce should be guilty of misdemeanors if they should require their employees 
to enter into yellow-dog contracts or if the carriers should discriminate against 
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preme Court, the use of the yellow-dog agreement was continued. 
Agitation against its use subsided*for a time, but after the de- 
cision in the Hitchman case, the attack was taken up again. Dur- 
ing the last eight years the fight has been led in the United States 
Senate by Senator Norris and in the House by Congressman La- 
Guardia of New York. Their efforts have culminated in the 
Norris-LaGuardia Anti-Injunction Act, approved by President 
Hoover on March 23, 1932. 

Section 3 and some parts of Section 4 of the Norris Act are 
designed to prevent the successful use of yellow-dog contracts as 
bases of injunctions to restrain certain attempts on the part of 
unions to organize non-union plants. The constitutionality of 
these parts of the Norris Act will undoubtedly be attacked with 
vigor and determination. It is therefore worth while at least to 
outline the legal grounds upon which objections to these provi- 
sions® probably will be based and to indicate a method by the 
use of which the fundamental issues involved may be properly 
and adequately placed before the federal courts. It is also worth 
while to formulate some kind of statement as to the probable 
effects of these provisions upon the law, and upon the use of 
yellow-dog contracts, in the event that the provisions are upheld. 

With regard to the yellow-dog contract, Section 3 provides: 

Any undertaking or promise, such as is described in this section,.... 
is hereby declared to be contrary to the public policy of the United States, 
shall not be enforceable in any court of the United States and shall not afford 
any basis for the granting of legal or equitable relief by any such court, in- 
cluding specifically the following: 

Every undertaking or promise hereafter made, whether written or oral, 
express or implied, constituting or contained in any contract or agreement of 
hiring or employment between any individual, firm, company, association, or 


corporation, and any employee or prospective employee of the same, whereby 
a) Either party to such contract or agreement undertakes or promises not 


union members as such. This provision was held invalid in Adair v. United States, 
which was discussed at length in this Journal, III (July, 1930), 347 ff. 

% The validity of the several groups of provisions of the Norris Act may be con- 
sidered separately, because Sec. 14 of the Act provides that the invalidity of any 
part or parts of the Act shall not ipso facto have any effect upon the validity of any 
other part or parts. 
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to join, become, or remain a member of any labor organization or of any em- 
ployer organization; or 

b) Either party to such contract or agreement undertakes or promises 
that he will withdraw from an employment relation in the event that he 
joins, becomes, or remains a member of any labor organization or of any em- 
ployer organization.” 


97 The relevant provisions of Sec. 4 are: “No court of the United States shall 
have jurisdiction to issue any restraining order or temporary or permanent injunc- 
tion in any case involving or growing out of any labor dispute to prohibit any person 
or persons participating or interested in such dispute (as these terms are herein de- 
fined) from doing, whether singly or in concert, any of the following acts: 


6) Becoming or remaining a member of any labor organization or of any em- 
ployer organization, regardless of any such undertaking or promise as is described 
in Section 3 of this Act; 


“7) Advising, urging, or otherwise causing or inducing without fraud or violence 
the acts heretofore specified, regardless of any such undertaking or promise as is 
described in Section 3 of this Act.” 

Definitions of terms are supplied in Sec. 13: 

When used in this Act, and for the purposes of this Act— 

“‘a) A case shall be held to involve or to grow out of a labor dispute when the 
case involves persons who are engaged in the same industry, trade, craft, or occupa- 
tion; or have direct or indirect interests therein; or who are employees of the same 
employer; or who are members of the same or an affiliated organization of employers 
or employees; whether such dispute is (1) between one or more employers or associa- 
tions of employers and one or more employees or associations of employees; (2) be- 
tween one or more employers or associations of employers and one or more employers 
or associations of employers; or (3) between one or more employees or associations of 
employees and one or more employees or associations of employees; or when the case 
involves any conflicting or competing interests in a “labor dispute” (as hereinafter 
defined) of “‘persons participating or interested” therein (as hereinafter defined). 

“b) A person or association shall be held to be a person participating or inter- 
ested in a labor dispute if relief is sought against him or it, and if he or it is engaged 
in the same industry, trade, craft, or occupation in which such dispute occurs, or 
has a direct or indirect interest therein, or is a member, officer, or agent of any associ- 
ation composed in whole or in part of employers or employees engaged in such in- 
dustry, trade, craft, or occupation. 

“c) The term ‘labor dispute’ includes any controversy concerning terms or con- 
ditions of employment, or concerning the association or representation of persons 
in negotiating, fixing, maintaining, changing, or seeking to arrange terms or condi- 
tions of employment, regardless of whether or not the disputants stand in the proxi- 
mate relation of employer and employee. 

“d) The term ‘court of the United States’ means any court of the United States 
whose jurisdiction has been or may be conferred or defined or limited by Act of Con- 
gress, including the courts of the District of Columbia.” 
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In discussing the validity of any act of Congress, it must be 
understood that the government of the United States is a govern- 
ment of granted powers, and that, therefore, Congress has only 
those powers which are expressly or impliedly granted to it in the 
Constitution.” In Section 3 of the Norris Act, Congress is at- 
tempting to make a change in the substantive law of contracts of 
employments, so far as the law is enforceable in the courts of the 
United States. The Constitution does not explicitly grant Con- 
gress any power to bring about such an effect; so that, if the power 
exists at all, it must be implied from some power explicitly 
granted. 

In enacting Section 3 of the Norris Act, Congress is ostensibly 
exercising its power over the jurisdiction of the courts of the 
United States. Congressional power in this behalf is itself an im- 
plied power; and the real issue here is whether or not Congress 


% “This government is acknowledged by all to be one of enumerated powers. 
The principle, that it can exercise only the powers granted to it, . . . . is now uni- 
versally admitted. But the question respecting the extent of the powers actually 
granted, is perpetually arising, and will probably continue to arise, as long as our 
system shall exist.’ See Chief Justice Marshall, M’Culloch v. Maryland (1819), 
4 Wheaten (U.S. Reports), at p. 405, where the power to incorporate the Bank of 
the United States is implied from the powers to lay and collect taxes, to regulate 
commerce, to borrow money, and to declare and conduct a war. 

The restriction here discussed does not specifically apply to the powers of Con- 
gress with regard to the District of Columbia or the territories. The power of Con- 
gress over these jurisdictions is plenary, subject only to general principles of govern- 
mental and political science, and to specific constitutional prohibitions. 


%” Art. III of the Constitution provides: “The judicial power of the United 
States shall be vested in one Supreme Court, and in such inferior courts as the Con- 
gress may from time to time ordain and establish. . . . . The judicial power shall 
extend to all cases, in law and in equity, arising under this Constitution, the laws of 
the United States, and treaties made, or which shall be made, under their authority 
{and to certain specifically enumerated types of cases, and only to those]... . . In 
all cases affecting ambassadors, other public ministers and consuls, and those to 
which a state shall be a party, the Supreme Court shall have original jurisdiction. 
In all other cases before mentioned [meaning those designated by the bracketed 
phrase above], the Supreme Court shall have appellate jurisdiction, both as to law 
and fact, with such exceptions, and under such regulations as the Congress shall 
make.” 

Art. I authorizes Congress “to constitute tribunals inferior to the Supreme 
Court” and “to make all laws which shall be necessary and proper for carrying into 
execution the foregoing [enumerated in Art. I] powers, and all other powers vested 
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may extend its implied (though admitted) powers so as to effect 
changes in the substantive law of contracts by ostensibly chang- 
ing the limits of the jurisdiction of the federal courts. 

It will be recalled that a similar question was raised in Adair v. 
U.S., in connection with Section 10 of the Erdman Act, in which 
Congress attempted to outlaw the yellow-dog contract by ostensi- 
bly exercising its power to regulate interstate commerce. The 
measure was an attempt to affect the substantive law of contracts 
of employment, by exercising a power granted specifically in the 
Constitution. It will be recalled, too, that the Supreme Court 
took the ground that Section 10 of the Erdman Act was not a 
regulation of commerce at all; that it was an interference with 
freedom of contract and therefore a taking of property; and that 
since it was not a legitimate exercise of a granted power, it was a 
taking of property without due process of law and a violation of 
the Fifth Amendment of the Constitution.’” 

It is not improbable that a similar argument will be advanced 
to defeat the Norris Act—as to Section 3, at least. It may well 
be argued that this section deprives the employer of his freedom 
of contract almost if not quite as effectively as Section 10 of the 
Erdman Act would have done had it been upheld; that this effect 
would be just as surely a taking of property in the later case as in 
the earlier one; that Congress is not in fact exercising its power 
over jurisdiction, but only pretending to do so; and, therefore, 
that Section 3 is invalid. That is, it may be argued that, since it 
was decided in the Adair case that Congress has no power to 
abridge freedom of contract by making a misdemeanor of the em- 
ployment of yellow-dog contracts, it follows that Congress cannot 


by this Constitution in the government of the United States, or in any department 
or officer thereof.” 

These provisions have been held by the courts to give to Congress the power to 
restrict the original jurisdiction of the inferior federal courts, within the classes of 
cases named in Sec. 3, to define the appellate jurisdiction of all the federal courts, 
and to regulate the procedures of the federal courts (see Journal of Business, II, 
236 ff.). See also, Edgar N. Durfee and Robert L. Sloss, “Federal Injunction 
against Proceedings in State Courts: The Life History of a Statute,” Michigan 
Law Review, XXX (June, 1932), 1145-70. 


1 See ibid., pp. 348 ff. 
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abridge freedom of contract by depriving the courts of their power 
to base legal or equitable relief upon such contracts. 

It is not believed to be possible to set forth a conclusively con- 
vincing statement of either of these positions.'** Nor is it possible 
to predict the decision of the Supreme Court. But it seems reason- 
ably clear that the real point of difference here is whether Con- 
gress, in enacting Section 3, was in fact regulating the jurisdiction 
of the federal courts, or whether it was only pretending to do so 
for another object. At the same time, it is clear that the legalistic 
arguments for and against the validity of Section 3 are practically 
of equal weight and soundness,’’* whence it becomes more than 
ordinarily apparent that the fate of this section will rest in the 
economic and social views of the majority cf the members of the 
Supreme Court. That is to say, the question of the constitution- 
ality of this section becomes one of policy rather than a question of 
strict law. 

ot A distinction can be drawn between the two statutes; but how far such a dis- 
tinction might affect the result is unknown. 

Should we admit, thovgh reluctantly (see ibid., p. 351, n. 25), that Sec. 10 of the 
Erdman Act was not a regulation of commerce, it is still true that that measure 
sought to penalize the use of yellow-dog contracts, while the Norris Act merely tries 
to discourage their use by denying relief for breach and probably (though doubtful; 
see infra) for interference with performance. The Norris Act is not likely, therefore, 
to affect freedom of contract so forcibly as the earlier act would have done, had it 
been sustained. 

%2 There is some probability that two other decisions of the Supreme Court may 
be urged against the validity of Sec. 3. One is Coppage v. Kansas, in which the court 
held invalid a statute of Kansas which was in effect the same as Sec. 10 of the Erd- 
man Act. The other is Truax v. Corrigan, in which the court held invalid a statute 
of Arizona which prohibited the issuance of injunctions, from the state courts, in 
certain types of labor cases. These two decisions are not strictly relevant here, since 
the validity of state statutes is determined upon principles somewhat different from 
those which are employed in determining the validity of general acts of Congress. 
The two cases were discussed in this series (see ibid., V, 57-61). Some other objec- 
tions to the Act doubtless will be made, upon grounds of interference with states’ 
rights, discrimination, and “radicalism.”’ Some of the objections border upon the 
hysterical and the frivolous. They are nearly ail presented in the report of the major- 
ity of the committee, adverse to the Norris Bill, in Senate Report No. 1060, Part I 
(71st Cong.); and they are discussed in Frankfurter and Greene, “Congressional 
Power over the Labor Injunction,” Columbia Law Review, XXXIV (March, 1931), 
386; in Dr. E. E. Witte’s article, “The Federal Injunction Act,’’ Minnesota Law 
Review, XVI (May, 1932), 638; and in other places enumerated in n. 21, p. 650, of 
the article last cited. 
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In view of the foregoing statement, it is scarcely too early to 
point out the desirability and importance of putting before the 
Supreme Court the strongest available arguments as to the eco- 
nomic soundness, or unsoundness, of Section 3. These arguments 
should be presented through economists of the very highest stand- 
ing and integrity. Some difficulties of procedure may be encoun- 
tered, but they are not insurmountable. This method was suc- 
cessfully employed in the courts of the state of New York, in a 
case which involved questions of policy as to the attitude which 
the courts should take toward the yellow-dog contract, at com- 
mon law;'® and there is scarcely any doubt but that the methods 
there used can be utilized in the federal courts, provided those 
methods be adopted at a sufficiently early stage of legal proceed- 
ings which may raise the question of the constitutionality of 
Section 3 of the Norris Act. 

Finally, it seems worth while to note briefly the probable effect 
of Section 3 and subsections (0) and (z) of Section 4 of the Norris 
Act. First, it is clear beyond a doubt that Section 3, if upheld, 
will prevent the granting of legal or equitable relief against his 
employees who violate a yellow-dog contract. 

A more important question, and one to which the answer is 
perhaps not quite so clear, is, Will the provisions of the Norris 
Act (if upheld) prevent the issuance of injunctions in circum- 
stances like those of the Hitchman case? The power of the courts 
does not rest, in such cases, wholly upon the fact that there has 
been an interference with a yellow-dog agreement.’ Relief might 
well have been granted in the Hitchman case, as it seems to have 


%3 Interborough Rapid Transit Co. v. Green (1928), 227 N.Y. Sup. 258, and the 
brief of counsel for defendants in that case. 


%4 See Alco-Zander Co. v. Clothing workers, etc. (supra, n. 89), and some of the 
language in the Hitchman decision. 

It is unfortunate that Messrs. Carey and Oliphant did not have before them the 
report of this case when they prepared their discussion, ““The Present Status of the 
Hitchman Case,” Columbia Law Review, XXXIX (May, 1929), 441. The opinion 
in that case, reported in 35 F. (2d) 203, was handed down October 8, 1929. It is 
believed, as hereinafter indicated, that this decision, had the authors been able to 
consider it, might well have changed the tenor of their discussion of the “‘contract”’ 
aspects of the Hitchman case. See, also, the modifying paragraph of the decree in 
the Bittner case, p. 288, supra. It is believed that Messrs. Carey and Oliphant 
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been granted in the Alco-Zander case, upon the purely common- 
law ground of unjustified interference with an employment rela- 
tion. True, under Section 4, subsections () and (Z), a “party toa 
labor dispute” may not be enjoined from joining a union or from 
advising, urging, or otherwise persuading without fraud or vio- 
lence others to do so regardless of a yellow-dog contract; but it is 
possible to interpret these provisions exclusively, with the result 
that the courts will still have power to enjoin “‘unjustified”’ inter- 
ference with employment relations. There is in the act no ex- 
plicit prohibition of the granting of equitable relief apart from such 
agreements.’ Perhaps, from a practical point of view, it is just as 


have exaggerated the importance of this modification of a decree which otherwise 
followed the decree of the Hitchman case. 

In this connection at least two other cases are of interest. One is Tunstall v. 
Stearns Coal Co. (1911), Case No. 91, which was discussed in this Journal, III, 469. 
The court in that case enjoined “bribery” of employees to join the union; but the 
decree points out that it does not prohibit peaceful persuasion of complainant’s 
men to join the union, payment of expenses of those employees who wish to move 
away, or promising benefits to men who will join the union and submit to its dis- 
cipline. This is a declaration to the effect that peaceful interference with an em- 
ployment relation, known to exist, is not per se unlawful. On the other side is 
Charleston Dry Dock & Machinery Co. v. O’Rourke (1921), Case No. 131, Appendix, 
in which defendants were enjoined from “knowingly and wilfully persuading .. . . 
employees . . . . to leave complainant’s service.” The latter case, to be sure, was 
not an “‘organization”’ case, simply, as were the Hitchman and the Tunstall case; 
but if there is any merit at all in the distinction between organization cases and 
strike cases, one would expect that if any leniency at all were shown, it would be in 
the strike cases. Yet, the O’Rourke case was a strike case, and peaceful persuasion 
of the men to leave was enjoined; while the Tunstall case was an organization case 
and peaceful persuasion was not prohibited, so far as it could be distinguished from 
bribery. The decree of the O’Rourke case rests upon the broad language of the 
Hitchman decision, which, in the words of the District Court, comes to this: “The 
act of any one intending to do that which is calculated in the ordinary course of 
events to damage, and which in fact does damage any person in his property or trade, 
is malicious in law and actionable, if done without just cause or excuse, and injunc- 
tion will lie. .... ” Should this interpretation be adopted by the Supreme Court, 
what is left of the significance of Sec. 3 of the Norris Act? 

~s There is no intent to predict that the court will, or to state that it should, inter- 
pret the Act in this way; but it does seem possible. 

The reader will be interested in comparing the conclusion of this article with a 
discussion of the Norris Act by Dr. E. E. Witte, “The Federal Anti-Injunction Act,” 
Minnesota Law Review, XVI (May, 1930), 638-58. See also a note by G. V. Kelly 
on the Norris Act as a limitation of the jurisdiction of the federal courts sitting 
in equity, Michigan Law Review, XXX (June, 1932), 1257-70. 











300 THE JOURNAL OF BUSINESS 


important that the section does not affect the employer’s freedom 
to hire non-union men, to refuse to hire union men, or to discharge 
any employee who becomes or remains a member of a union, 
whether or not any agreement has been made such as is described 
in Section 3; and it can scarcely be doubted that an employer who 
is free to discharge union employees is also free to advise his em- 
ployees that non-membership in unions is a condition to their 
employment. Nor does the act affect the freedom of the employer 
to require that his employees shall agree that they will not at- 
tempt to effect a change in the status of any employee of the com- 
pany (e.g., by inducing other employees to join a union), and that 
they will not take part in a strike—neither a strike for a closed 
shop, as in Nolan v. Shoe Co.,' nor a strike for higher wages, for 
shorter hours, or for any other object. 

The conclusion to be drawn from these observations seems to 
be that the Norris Act is not likely to be very effective in curbing 
the use of the yellow-dog contract, and that the best that can be 
hoped for is a liberal interpretation of Section 3, so as to prevent 
the issuance of injunctions based upon—not the yellow-dog con- 
tract—the legal sanctity of the relation of employment, even at 
will. Here, again, if organized labor is not to be disappointed by 
the provisions of Section 3, as it was by Section 20 of the Clayton 
Act, it is extremely important that every possible effort be made 
to convince the courts of the soundness (if it is sound) of the policy 
of a liberal interpretation of the Section.’” 


[To be continued] P 


106 See supra, n. gt. 

107 It is believed that organized labor will derive significant relief, however, from 
Senate Bill No. 939, if the latter is enacted. That Bill proposes to take away from 
the inferior federal courts all jurisdiction based upon diversity of citizenship. It 
would effectively cut off all federal injunctions except in those cases in which juris- 
diction is based upon federal statutes, of which the Sherman Act is by far the most 
important, so far as the labor cases are concerned. If No. 939 should be enacted, and 
if Congress should amend the anti-trust laws so as to take away the privilege of 
private parties to petition for relief against organized labor for violation of the Sher- 
man Act, labor cases would very rarely be tried in the federal courts. 
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The International Gold Problem. (Issued under the auspices of the 
Royal Institute of International Affairs.) New York: Oxford 
University Press, 1931. Pp. vili+240. 

It was a happy thought on the part of the Council of the Royal 
Institute of International Affairs to publish the discussions of that 
group of students of the international gold problem which met in 
London at various times from 1929 to 1931. The list of contributors 
to the volume contains many names that are well known to students of 
monetary problems; indeed, there are few outstanding English econo- 
mists or financial experts who did not attend one or other of the ses- 
sions, while an international flavor is given to the symposium by the 
presence of M. Rist and Dr. Palyi. 

Perhaps the greatest attraction of the book lies in the fact that it 
offers a record of the many divergent opinions current on these sub- 
jects. There is the angle of approach of the industrialist, of the banker, 
of the economist—and in the course of the recorded discussions many 
arguments are clarified by the criticism they draw down upon the 
heads of their authors. Even though some of the opinions expressed in 
this book have become general property of late, there is still much to 
be learned from the discussion that they aroused. 

But, if this aspect of the book increases the readers’ interest, it also 
makes the reviewer’s task much more difficult. In the first place it 
is difficult to discuss briefly subjects as different from one another as 
Mr. Kisch’s paper on “Central Bank Reserves,” M. Rist’s address on 
“The International Consequences of the Present Distribution of Gold,” 
and the inevitable (but valuable) paper by Mr. Kitchin on “Gold 
Production.”’ (1t may be remarked, in passing, that one of the dis- 
appointments in the discussion of this last paper lies in the fact that it 
fails to explain satisfactorily the relative accuracy of Mr. Kitchin’s 
figures and the very different estimates of Professor Edie). In the sec- 
ond place, the reviewer is unable to raise any criticism that has not 
already been voiced by one or other of the contributors to the volume! 
The inevitable result of the diversity of opinion present in the discus- 
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sions is that he must either take sides between the contestants or 
(better still) leave them to speak for themselves. 

Despite the variety of subjects and the diversity of individual opin- 
ion, there is, however, a thread of continuity that runs through the 
whole work. Opening its discussions by an analysis of the anticipated 
shortage of gold, the group gradually veered around toa point at which 
it realized that the existing maldistribution of that metal raised ques- 
tions of greater immediate importance than the future problem of the 
adequacy of its production. Out of the discussion of central bank re- 
serves, and the purposes for which they are held, there comes a recog- 
nition of the obsolescence of many contemporary ideas and much 
existing legislation. As Mr. Brand so ably points out on page 170, 


Reserves in any developed country must be measured, indeed, not by the 
size of the note issue, but by the probable recuirements of the country for 
gold exports for the purpose of balancing any deficiency in the external 
balance of payments until either any temporary difficulty has passed or 
until the central bank has had time to put into force measures leading again 
to an equilibrium. 


Central bank reserves, with their corollary distribution of gold be- 
tween nations and the variant forms of the gold standard, constitute 
the nucleus of the discussions. In the words of Mr. D. H. Robertson, 
“We should desire to keep stable the level of prices of those things on 
which income is spent. Such stabilisation would imply also stability 
of wholesale prices, since there would be no cause for any relative al- 
teration in the levels” (p. 20). With such an ideal, it is natural that the 
operation of the gold exchange standard, the modification of existing 
reserve requirements, and the international co-ordination of central 
banking policies should be brought into the forum, and analyzed. Asa 
result, the reader is not offered any formulated program to be hailed 
as a universal panacea. But he will find much authoritative discussion 
of these intricate questions, and a full recognition of the difficulties 
that stand in the way of any improvement. Yet the difficulties never 
appear insurmountable, and one’s only regret is that there could not 
have been added to the book the record of another discussion held 
subsequent to September, 1931. It would probably have added noth- 
ing to the views already expressed, but it would have offered a record 
of considerable interest to the economist. 

F. Cyrit JAMES 
UNIVERSITY OF PENNSYLVANIA 
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The Fight for Financial Supremacy. By Paut Etnzic. New 

York: Macmillan Co., 1931. Pp. xii+144. 

In this little volume, written, apparently, during the early weeks of 
1931, Mr. Einzig attempts to dramatize the competition between New 
York, London, and Paris. He depicts them as engaged in an unending 
struggle to attain the hand of that fair lady Financial Supremacy, and 
one might summarize the book by saying that London is the hero, 
New York the well-meaning but rather inefficient friend, and Paris 
the villain who stops at nothing to attain his desires. Accepting such a 
personification, it is clear that a very interesting account might be 
written, and Mr. Einzig makes full use of the occasion. The book is 
one that should prove fascinating to the layman, who so often imagines 
that the mysteries of international finance, like those of religion, must 
be accepted in the faith that everything works out for the best. Al- 
though such a faith may be rudely shaken, the reader will gain an un- 
derstanding of some important contemporary problems. 

Yet it must be admitted that there are several opinions offered by 
the author which will not be fully acceptable to many students of 
economics and finance. Perhaps it is too much to expect that he should 
have foreseen the gold standard crisis that came so soon after the book 
was published, but, even at the time at which he wrote, there were 
many who did not share his conviction that the deflationary policy of 
England resulted in a sounder monetary system than the devaluation 
adopted by France. Nor can we be sure as yet that the prospects for 
future stability are greater in the case of the pound than in the case of 
the franc. Again, it is surely shortsighted to suggest that the pre- 
occupation of New York with domestic finance is a permanent factor, 
or that American bankers are inexperienced in the field of international 
finance. The history of London during the nineteenth century might 
have suggested to Mr. Einzig that such defects are often remedied by 
the passage of time. Perhaps, too, the emphasis that he places upon 
the political influences in the French market, and upon the tedious 
formalities of the Paris bankers, is a relic of the past rather than an 
element in the future. One would have liked to find in the book a 
deeper discussion of these questions, although it must be admitted that 
such an analysis would have been outside the scope of a work designed 
to interest that nebulous, but important, individual the man-in-the- 
street. 

Such differences of opinion, moreover, do not in any way impair the 
value of the book. Economics, particularly in its relationship to inter- 
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national affairs, is by no means an exact science as yet, and Mr. 
Einzig’s long familiarity with the field of international finance makes 
his interpretation of present tendencies both interesting and valuable, 
even when the reader does not agree with it in all its details. And in 
regard to his conclusions as to the probable developments in the near 
future, the author will command almost unanimous support. The 
history of the past decade amply demonstrates the importance of the 
London money market. Its technical ability and its financial prestige 
are unimpaired even today. That its margin of leadership is less than 
before the war will be readily admitted, but its importance in the de- 
velopment and guidance of international financial co-operation is not 
to be gainsaid. Yet the supremacy of London is, perhaps, less impor- 
tant to the world than is the close co-operation of the three money 
markets, and this book should help to develop an intelligent under- 


standing of that need. 
F, Cyrit JAMES 
UNIVERSITY OF PENNSYLVANIA 


Graft in Business. By JoHN T. FLyNN. New York: Vanguard 

Press, 1931. 

Mr. Flynn has stated in the Foreword to Graft in Business that 
“the book deals primarily with graft in business, not with dishonesty 
in business at all, save only as dishonesty is a by-product of graft. 
For graft is, in its essence, a profit drawn off from some perfectly 
legitimate business enterprise for some unnecessary service. It is a 
device by which men tap the ordinary processes of production and dis- 
tribution to drain away for themselves some portion of the product 
without giving anything in return.” After making what seems to be a 
too finely drawn differentiation between graft and dishonesty, Mr. 
Flynn illustrates by actual cases and enlarges upon his definition. 

Part I in the book deals with ““Commercial Bribery”’ as a manifesta- 
tion of graft. A commercial bribe is the giving by the seller to the em- 
ployee or agent of the real buyer, and without the buyer’s consent, of a 
commission or gratuity for the purpose of influencing the sale of goods. 
The commission is usually concealed. In this section Mr. Flynn de- 
scribes the ‘“‘Cumshaw”’ method of bribery in the buying and selling of 
ship supplies. He also describes bribery practices in various other in- 
dustries. The end of Part I deals with “Causes and Remedies.” To any 
person interested in studying or understanding the causes for unethical 
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business practices, this section brings out some striking reasons. Mr. 
Flynn depicts how the individual’s continual struggle for a higher 
standard of living in a society creating varied desires and a pressure 
for money leads to a lowered ethical standard, especially among the 
so-called “white-collar” class. 

Part II deals with corporation graft as witnessed in the financial 
readjustments in the famous Chicago, Milwaukee and St. Paul bank- 
ruptcy case; the Goodyear Tire and Rubber Company reorganization ; 
the bonus evil in the Bethlehem Steel Corporation; the Continental 
Trading Company hoax in which H. F. Sinclair and Colonel Stewart 
were involved; and the Bank of United States scandal. 

In the last chapter Mr. Flynn suggests some remedies, on the as- 
sumption that the capitalistic system will continue in existence for 
some time to come. Although the suggestions are pointed the discus- 
sion seems entirely inadequate. Mr. Flynn may be excused in this case 
because there is room for a book on this phase of the subject. 

The book makes informative reading for the layman because it is 
written in an understandable style. A teacher of business may readily 
find some illustrative material to brighten up his classroom discussions. 

Jutius E. RATNER 
UNIVERSITY OF CHICAGO 


Short Selling. By RicHARD WHITNEY and WILLIAM R. PERKINS. 
New York: D. Appleton & Co., 1932. Pp. vili+181. $1.25. 
President Whitney, of the New York Stock Exchange, defends and 

Attorney William R. Perkins, of New York City, condemns short 

selling of stocks. The publishers have brought together, in this little 

volume, selected and related public addresses of the two opponents, 
including their statements to the Judiciary Committee of the House 
of Representatives of Congress. An Appendix contains the La Guardia 
bill against short sales. The earliest date borne by any of the docu- 

ments is October 16, 1931. 

The two combatants advance the usual general economic and social 
arguments, one might say hypotheses, to support their contentions. 
Both resort to oratory familiar to all readers of the literature of specu- 
lation. Each uses the New York Exchange’s data of short sales to 
prove points made on both sides of the issue while confessing the evi- 
dence to be inadequate to prove much that is significant about either 
side. 


ed 
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As usual, two zealots tangle to little purpose. Their biased outlooks 
hamper scientific, logical analysis and conclusion. In the end, each 
remains convinced of the obvious truth of his opinions and of the equal- 
ly clear untruths of those held by his opponent. The reader is a “‘funda- 
mentalist” or a “liberal” depending upon the direction of his own bias 
or, perhaps, upon the relative strength of the appeal of the orators to 
his economic and emotional preconceptions. 

Although the book is replete with logical errors, it does restate the 
important general arguments pro and con that the historical battle 
over short selling has developed. It will serve to introduce the unini- 
tiated to the field of the fray, and it is written in a forceful, interesting 


style. 
STUART PUTNAM MEECH 

SCHOOL OF BUSINESS 

UNIVERSITY OF CHICAGO 











